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This section of the FEDERAL REGISTER
contains regulatory documents having general
applicability and legal effect, most of which
are keyed to and codified in the Code of
Federal Regulations, which is published under
50 titles pursuant to 44 U.S.C. 1510.

The Code of Federal Regulations is sold by
the Superintendent of Documents. Prices of
new books are listed in the first FEDERAL
REGISTER issue of each week.

DEPARTMENT OF AGRICULTURE

Commodity Credit Corporation

7 CFR 1400
RIN 0560-AH85

Farm Program Payment Limitation and
Payment Eligibility for 2009 and
Subsequent Crop, Program, or Fiscal
Years

AGENCY: Commodity Credit Corporation,
USDA.

ACTION: Interim rule.

SUMMARY: The Commodity Credit
Corporation (CCC) is revising
regulations as required by the Food,
Conservation, and Energy Act of 2008
(the 2008 Farm Bill) to make changes in
payment eligibility, payment
attribution, maximum income limits,
and maximum dollar benefit amounts
for participants in CCC-funded
programs. This interim rule amends the
regulations to ensure that program
payments and benefits are issued only
to those persons and entities that meet
all eligibility requirements, that a
program participant does not receive
any program payment above the
maximum allowable benefit amount,
and that applicable payments are not
made to anyone whose average adjusted
gross income exceeds the maximum
dollar amounts established by the 2008
Farm Bill. This interim rule will apply
to 2009 and subsequent crop, program,
or fiscal year benefits for programs
subject to the provisions in our
regulations.

DATES: Effective Date: This rule is
effective December 23, 2008.

Comment Date: We will consider
comments that we receive by January
28, 2009.

ADDRESSES: We invite you to submit
comments on this interim rule. In your
comment, include the volume, date, and

page number of this issue of the Federal
Register. You may submit comments by
any of the following methods:

o E-Mail:
Salomon.Ramirez@wdc.usda.gov.

e Fax:(202) 690-2130.

e Mail: Salomon Ramirez, Director,
Production, Emergencies and
Compliance Division, FSA, U.S.
Department of Agriculture (USDA), Stop
0517, Room 4752, 1400 Independence
Ave., SW., Washington, DC 20250-0517.

e Hand Delivery or Courier: Deliver
comments to the above address.

e Federal eRulemaking Portal: Go to
http://www.regulations.gov. Follow the
online instructions for submitting
comments.

Comments may be inspected at the
mail address listed above between 8
a.m. and 4:30 p.m., Monday through
Friday, except holidays. A copy of this
interim rule is available through the
Farm Service Agency (FSA) home page
at http://www.fsa.usda.gov/.

FOR FURTHER INFORMATION CONTACT:
Salomon Ramirez, Director, Production,
Emergencies and Compliance Division,
FSA, USDA, Stop 0517, 1400
Independence Ave., SW., Washington,
DC 20250-0517. Telephone: (202) 720—
7641. Electronic mail:
Salomon.Ramirez@wdc.usda.gov.
Persons with disabilities who require
alternative means for communication
(Braille, large print, audio tape, etc.)
should contact the USDA Target Center
at (202) 720-2600 (voice and TDD).

SUPPLEMENTARY INFORMATION:
Background

This rule implements provisions in
sections 1603 and 1604 of the 2008
Farm Bill (Pub. L. 110-246) concerning
payment eligibility and payment limits
for participants in CCC-funded
programs. The 2008 Farm Bill provides
new eligibility requirements based on
annual income, sources of income, and
type of entity. This rule amends 7 CFR
part 1400 to implement these changes.

Applicability of Part 1400

The applicability of part 1400 is
amended as required by the 2008 Farm
Bill to include new programs authorized
by the 2008 Farm Bill. These changes
are specified in § 1400.1,
“Applicability.” All of the amendments
made by this rule apply to the 2009 and
subsequent crop, program, or fiscal
years.

Payment Eligibility—Annual Income
and Sources of Income

The 2008 Farm Bill provides that,
notwithstanding any other provision of
law, a person or legal entity is not
eligible to receive commodity program
benefits such as direct payments and
counter-cyclical payments or Average
Crop Revenue Election (ACRE) program
payments if the average adjusted gross
income (AGI) of the person or legal
entity from nonfarm sources exceeds
$500,000. Similarly, a person or legal
entity is not eligible for direct payments
if the average adjusted gross income
from farming, ranching, and forestry
operations of the person or legal entity
exceeds $750,000. A person or legal
entity is ineligible for conservation
program benefits or payments if the
average adjusted gross nonfarm income
of the person or legal entity exceeds
$1,000,000, unless not less than 66.66
percent of the adjusted gross income of
the person or legal entity is derived
from farming, ranching, and forestry
operations, as determined by the
Secretary. As required by the 2008 Farm
Bill, this rule provides that with respect
to programs administered by FSA the
Administrator of FSA may waive the
AGI limit for conservation and related
program benefits on a case-by-case basis
for the protection of environmentally
sensitive land or other land of special
significance. Similarly, with respect to
programs administered by the Natural
Resources Conservation Service (NRCS),
this rule provides that the Chief of
NRCS may issue such a waiver. Specific
criteria that must be met for the
consideration of the wavier are outlined
in this rule.

The AGI limits implemented by this
rule replace the prior limit of $2.5
million and the previous exception for
those earning 75 percent of their income
from farming.

This rule amends § 1400.3,
“Definitions,” to add definitions for
“Average Adjusted Gross Income,”
“Average Adjusted Gross Farm
Income,” and ““Average Adjusted Gross
Nonfarm Income.” It also amends
subpart F (prior to this rule, subpart G),
“Average Adjusted Gross Income
Limitation,” to implement these AGI
limits that are required by the 2008
Farm Bill.

The 2008 Farm Bill AGI requirements
for payment eligibility apply to
payments from commodity programs
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and from all conservation programs that
are specified by Title II of the 2008 Farm
Bill and Title XII of the Food Security
Act of 1985 (Pub. L. 99-198, commonly
known as the 1985 Farm Bill). AGI will
be calculated based on the average
income for the 3 taxable years preceding
the most immediately preceding
complete taxable year for which benefits
are requested. The 3 year average
method of determining AGI is
unchanged, except that the relevant 3
year period is now the 3 taxable years
preceding the most immediately
preceding complete taxable year for
which benefits are requested, while
previously the method used the 3 years
prior to the year for which program
benefits are requested. The definition of
AGI will be based on the Internal
Revenue Service definition, which is
unchanged.

The definition of income derived from
farming, ranching, and forestry
operations in § 1400.501,
“Determination of Average Adjusted
Gross Income,” is expanded by this rule
to include income from the processing,
storing, and transporting of farm, ranch,
and forestry commodities; production of
farm-based renewable energy; and, in
some instances, the provision of
production inputs and services to
farmers, ranchers, and foresters. These
activities were included in the
provisions for determining farm income
in section 1604 of the 2008 Farm Bill.

Payment Limits for Specific Programs

Subpart A, “General Provisions,”
§1400.1, “Applicability,” sets payment
limits for specific programs. The 2008
Farm Bill provides that the payment
limit is $40,000 for the Direct and
Counter-cyclical Program (DCP) direct
payments and $65,000 for DCP counter-
cyclical payments. That is unchanged
from the previous limit. The limit of
$50,000 for CRP payments is
unchanged. The limit of $100,000 for
Noninsured Crop Disaster Assistance
Program (NAP) payments is unchanged.
The limit on Environmental Quality
Incentives Program (EQIP) payments is
reduced from $450,000 to $300,000 for
the term of the program.

This rule adds a limit of $100,000 for
Supplemental Revenue Assistance
Program (SURE) payments and for Tree
Assistance Program (TAP) payments.
Total payments from SURE, the
Livestock Indemnity Program (LIP), the
Livestock Forage Disaster Program
(LFP), and the Emergency Assistance
Program for Livestock, Honey Bees, and
Farm-raised Fish (ELAP) may not
exceed $100,000.

This rule removes the limit of $75,000
specifically for the Marketing Assistance

Loans (MAL) program gains and Loan
Deficiency Payments (LDP) program;
there are no longer any limits on
payments for MAL and LDP.

As specified in the 2008 Farm Bill, if
a person or legal entity is participating
in ACRE, the direct payments will be
reduced by 20 percent on each farm
participating in ACRE. The total limit
for counter-cyclical payments and ACRE
payments as specified in this rule is
$65,000 plus the amount the direct
payments were reduced. The 2008 Farm
Bill specifies the same limits for
peanuts. All the program-specific
payment limits are specified in § 1400.1,
“Applicability.”

Payment Limitation—Eligible Persons
and Entities

The regulations governing persons
and legal entities eligible for payments
are in part 1400, subpart B. This rule
changes the title of subpart B, “Person
Determinations,” to “Payment
Limitation”” and makes other changes to
the subpart required by the 2008 Farm
Bill.

This rule amends the definition of
“person” and adds a definition of “legal
entity” in § 1400.3, “Definitions.” The
2008 Farm Bill defines “person” as a
natural person. The definition of person
in this rule no longer includes a legal
entity or government agency.

This rule removes the sections in
subpart B describing various kinds of
legal entities that are no longer relevant
for the purpose of determining payment
limits.

This rule changes the provisions for
spouses in regard to separate or
combined status for payment limitation
purposes. Spouses may still each qualify
for a separate payment limitation, but
the provisions where husband and wife
are considered combined for the
purposes of this part are removed.
While each spouse may now have their
own respective limitation, each must
also meet applicable program and
payment eligibility requirements to
receive program benefits. The rule
includes a new provision by which if
one spouse is determined to be actively
engaged in farming, the other spouse is
credited for the purposes of payment
eligibility with making significant
contributions of active personal labor or
active personal management to the
farming operation. This is not to be
construed as meaning if one spouse
qualifies for payment, the other
automatically qualifies as well. As
previously mentioned, both spouses
must make significant and requisite
contributions to the farming operation
that are commensurate with their
claimed shares to be considered actively

engaged in farming and eligible for
program benefits.

This rule removes both the 3-entity
rule for payment limitation purposes
and the definition of substantial
beneficial interest. A person may now
receive program benefits through an
unlimited number of entities. The
process of determining payment limits
for entities no longer requires a
designation of substantial beneficial
interest. Since substantial beneficial
interest only applied to the designation
of entities for payment under the 3-
entity rule, that term is not necessary
and has been removed.

Payment limitation will be
determined by direct attribution, taking
into account the direct and indirect
ownership interests of a person or legal
entity that is eligible to receive such
payment. The new attribution of
payments provisions are in a new
§ 1400.105, ““Attribution of Payments,”
and a new definition of attribution is
added to § 1400.3, ‘“Definitions.”
Attribution will be tracked through four
levels of ownership in legal entities. For
the purposes of determining whether a
person or legal entity has met the new
payment limits, every payment made
directly to a person or legal entity will
be combined with their pro rata interest
in payments received by a legal entity
in which the person or legal entity has
a direct or indirect ownership interest.
Payments made to a legal entity will be
attributed directly to persons and
limited to the amounts specified in
subpart A.

This rule adds a new § 1400.107,
“Notification of Interests,” which
requires each person or legal entity
receiving payments to provide the name
and taxpayer ID number of each legal
entity in which the person or legal
entity holds an ownership interest.
While this is designated as a new
section, this requirement was in effect
previous to the 2008 Farm Bill, as part
of the eligibility requirements for the
now-obsolete 3-entity rule.

Payments made to a joint venture or
general partnership will not exceed the
payment limit multiplied by the number
of persons or legal entities (other than
joint ventures and general partnerships)
that comprise the direct ownership of
the joint venture or general partnership.

Payments issued to a minor child will
be attributed to the child’s parent who
receives the larger amount in program
payments compared to the other parent,
both directly and indirectly, unless
certain conditions are otherwise met.

For the purposes of attribution in
§ 1400.105, “Attribution of Payments,”
the payment limitations specified will
not apply to marketing cooperatives but
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will now apply to the producers or
members of those cooperatives as
persons.

The 2008 Farm Bill provides that
Federal agencies are not eligible for
program benefits. Similarly, State and
local governments and political
subdivisions, and agencies thereof, will
no longer be eligible, with an exception
for payments earned on State-owned
land that is used for the support of
public schools. Payments received
under this public school support
exception are limited to $500,000
annually, unless the State has a
population of less than 1.5 million.

This rule amends § 1400.3 by
removing the definition of “Tribal
venture.” This rule also amends
§ 1400.4 by removing all references to
Indian tribal ventures, including the
restrictions on payments to such
ventures. In this rule, § 1400.4 exempts
Indian tribes, as defined in 1400.3, from
all requirements of this part. Provisions
of this part apply to persons or legal
entities. Indian tribes are not included
under the definition of person or legal
entity as provided by the 2008 Farm Bill
for the application of the payment
eligibility and payment limitation
provisions. The 2008 Farm Bill does not
impose any limitations or restrictions on
program payments and benefits to
Federally recognized Indian tribes. This
exemption to the provisions of this part
only applies to Indian tribes. The
payment eligibility and payment
limitation requirements remain
applicable to individual American
Indians or Alaska Natives receiving
program payment and benefits as
individuals, or through a group in
which all members of the group are
American Indians or Alaska Natives.

This rule provides more restrictive
payment eligibility requirements than
the prior requirements for new persons
and legal entities that are added to an
existing farming operation. These
requirements, referred to as the
“substantive change” rule, are found in
§ 1400.104 (previously § 1400.109),
“Changes in Farming Operations.”
These discretionary changes require that
any transfer of land or equipment by
sale or gifting between existing members
and new members must be based on fair
market value of the land or equipment,
the sale cannot be owner financed, and
the former owner of the land or
equipment cannot retain any residual
control or preferential buyback rights to
the land or equipment. This is to ensure
that this change or transfer actually
occurs other than just on paper.
Otherwise, the person or legal entity
being added to the farming operation
could be obtaining program payments in

the absence of making the requisite and
significant contributions to the farming
operation for eligibility. Furthermore,
the farming operation would be gaining
another limitation even though no real,
meaningful change occurred in the
farming operation to justify the
additional limitation.

Requirements in the substantive
change rule for an addition of persons
or legal entities to an existing farming
operation can also be met through an
addition of land to the existing farming
operation. Previously, an increase of
cropland operated by the farming
operation of at least 20 percent and with
a planting history comparable to the
area was required. Now the requirement
is the addition of base acres in an
amount that represents at least a 20
percent increase from the previous year.
This 20 percent increase in base acres
will now qualify one additional person
or legal entity for payment limitation
purposes, rather than an unlimited
number of additional persons or legal
entities. However, additional persons or
legal entities beyond one for payment
limitation purposes may be recognized
if an FSA State Office specialist
determines that the increase in base
acres was of a magnitude that would
support further additions to the farming
operation of persons or legal entities for
payment limitation purposes.

These revisions to the substantive
change rule are being announced prior
to the beginning of a crop or program
year to afford adequate time for any
existing farming operation and its
members that are contemplating such
operational changes for the coming year
to be fully informed of these revisions.

An example of whether a change in
farming operations will be considered a
“substantive change” by this rule would
be that Father A has previously
conducted an individual farming
operation consisting of all owned land.
In 2009, Father A expands the operation
by forming a three-member general
partnership with his now adult children
B and C, and with each member having
equal shares. No additional acreage is
farmed, but Father A has gifted to each
child one-third of the owned land. The
gifted land is commensurate with
individuals’ share of the farming
operation. Previously, this would be
considered a bona fide and substantive
change in the farming operation.
Through the landowner provision, each
person would be considered actively
engaged in farming and each would
have their own respective payment
limitation.

With this interim rule, this would still
be considered a substantive change in
the farming operation, but proof of the

gifting of this land to the children must
be provided. The land transfers would
most likely be recorded at the Register
of Deeds, new deeds would be issued to
reflect the current owners of the land,
and all parties would have been
expected to report the gifts to the
Internal Revenue Service (IRS) for tax
purposes. Documentation as described
would lend support that the substantive
change requirements were met.

Another example would be an
existing three-member general
partnership comprised of a Father B and
children D and E. The decision was
made to expand the farming operation
for 2009 for the inclusion of two newly
formed limited liability companies, F
and G, each of which are comprised of
the individuals, B, D and E. The
decision to expand the operation was
based on the rental of the neighbor’s
farm. The increase in base acres held by
the general partnership in 2008 and the
amount that would be controlled in
2009 was over 50 percent.

Previously, this would be considered
a bona fide and substantive change in
the farming operation as the addition
was of cropland of at least 20 percent.
Both of the legal entities would have
been recognized in the farming
operation for payment limitation
purposes. Under the revised regulation,
a substantive change will be considered
to have occurred in the farming
operation with the increase in base acres
of at least 20 percent. Under the revised
regulation, the bona fide and
substantive change which occurred in
the farming operation with the increase
in base acres of more than 20 percent
would initially qualify only one of the
legal entities for payment limitation
purposes. However, in this example, the
increase in base acres was twice the
minimum amount required. The
partnership would therefore be afforded
the opportunity to submit a written
request for the increase in one
additional person or legal entity to the
farming operation. The request would
be forwarded to the reviewing authority
in the State FSA office designated to
consider such cases. Upon review of the
supporting documentation provided
with the request, a determination would
be made and issued accordingly.

The entire subpart D that provided the
specifics of the 3-entity rule is removed,
and subsequent subparts redesignated.
The 2008 Farm Bill eliminated the 3-
entity rule. The removal of this subpart
means that persons can receive
payments based on ownership in an
unlimited number of entities, until the
payment limits in subpart A are
reached. All payments will be traced
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through four levels of ownership for
direct attribution to persons.

Clarifications Made To Provide Clarity
and Enforceability

This interim rule also implements
revisions to the existing requirements
for payment eligibility and payment
limitation. These changes are made to
strengthen or clarify existing regulatory
provisions while remaining consistent
with statutory provisions, to provide
consistency in determinations, and to
simplify the administration of the
payment eligibility and payment
limitation provisions.

This rule amends § 1400.2,
“Administration,” to clarify that
eligibility determinations will be made
within 60 days after the supporting
documentation is received in the county
office.

This rule amends § 1400.502
(redesignated, previously § 1400.602),
“Compliance and Enforcement,” to
require that persons and legal entities
provide detailed supporting
documentation on AGI each year to
CCC. Previously, the regulation required
this compliance information only when
specifically required by CCC. Similarly,
this rule amends that same section to
specify that audits will be conducted to
determine compliance, while previously
the regulation specified only that audits
may be conducted.

This rule amends § 1400.6, “Joint and
Several Liability” (redesignated,
previously § 1400.7), to clarify possible
conditions for release from liability. The
provisions of the 2008 Farm Bill now
extend the reach of liability for the
recovery of payments to any party
determined to have participated in a
scheme or device or other equally
serious actions for the purpose of
evading the provisions of this part. In
the event a person cooperates with the
enforcement of these provisions, the
Executive Vice President of CCC has the
authority to partially or fully release
that person from liability.

Payment Eligibility—Actively Engaged
in Farming

This rule changes the title of subpart
C from ““Actively Engaged in Farming
Determinations” to “Payment
Eligibility.” The general structure and
content of this subpart remain
unchanged. The 2008 Farm Bill requires
that, in order to be eligible for payment,
a person or legal entity be actively
engaged in farming, and further defines
“actively engaged” as consisting of a
substantial contribution of capital,
equipment, or land and personal labor
or active personal management. This
interim rule clarifies the “actively

engaged” eligibility requirements to be
consistent with the 2008 Farm Bill,
including making discretionary changes
as to what constitutes a substantial
contribution and who must make such
a contribution. This rule provides that a
contribution of active personal labor,
active personal management, or a
combination thereof, must be provided
by each member or shareholder that has
an ownership interest in an entity that
requests program benefits and
collectively, such contributions must be
significant and commensurate.
Furthermore, the contribution of active
personal labor or active personal
management of each member of
shareholder must be made to the
farming operation on a regular basis and
must be identifiable and documentable
as a separate and distinct contribution
from that of any other member or
shareholder in the farming operation.
The 2008 Farm Bill requires a
significant contribution of active
personal labor or active personal
management to a farming operation to
qualify a person or legal entity for
payment. Previously, significant
contributions could be made by
members or stockholders that comprised
only 50 percent ownership interest in
the entity being qualified in order to
qualify all the members or stockholders.
Previously, the active personal labor or
management contribution for the legal
entity could be made by some of the
stockholders or members, while the
remaining stockholders and members
could make no requisite and at-risk
contributions to the farming operation
and still realize benefits indirectly
through the legal entity.

An example to illustrate the changes
in this interim rule concerning what
constitutes actively engaged in farming
is provided below:

Corporation A is held equally by
stockholders B, C, D and E. Corporation
A provides all of the capital, leases all
of the equipment, cash rents all of the
land, and hires all of the labor necessary
to farm this land. The stockholders
represent that they equally provide all
of the active personal management
necessary to successfully conduct this
farming operation. Regular management
meetings are held, either in person or by
conference call, in which the
stockholders jointly make all decisions
concerning all financing, purchasing,
planting, harvesting, marketing and the
supervision of all hired labor in the
farming operation.

Previously, the corporation just
described would be considered actively
engaged in farming by the entity’s
contributions of capital, land and
equipment, and the collective

contribution of active personal
management of all stockholders. The
stockholders that made contributions to
qualify the entity held more than 50
percent ownership interest in the entity
that requested program benefits.

With this rule, each of the
stockholders in this example would be
required to establish that their
respective contribution of active
personal management was made on a
regular basis, and was identifiable and
documentable as separate and distinct
from the other stockholders of the
entity. For example, stockholder B
could represent through copies of
signed purchase orders that stockholder
B was individually responsible for
obtaining and purchasing all inputs for
the farming operation on behalf of the
Corporation. Stockholder C could
represent through signed contracts and
delivery agreements with grain elevators
and a cotton gin that stockholder C was
individually responsible for the
marketing of all commodities produced
by the Corporation’s farming operation.
Stockholder D could represent through
copies of payroll records that
stockholder D was individually
responsible for the supervision of all
hired labor utilized by the Corporation’s
farming operation. However, if
Stockholder E made no claim of
management that is separate and
distinct from the other stockholders,
then as the result of Stockholder E’s
failure to meet the requirements of this
interim rule, the payments issued to the
payment entity, that being Corporation
A, would be reduced by the interest
held by Stockholder E.

Reduction or Denial of Program
Payments and Benefits

The provisions for the denial of
program payments and benefits are
expanded under the 2008 Farm Bill.
Payments and benefits will be denied
for at least two years if a person or legal
entity is determined to have adopted a
scheme or device to circumvent the
payment eligibility and payment
limitation requirements. This interim
rule now provides additional guidance
in §1400.5, “Denial of Program
Benefits” (renamed, previously titled
“Scheme or Device”), on what actions
are considered to be a scheme or device
and what the indicators may be that a
scheme is being perpetrated. Under the
2008 Farm Bill, if fraud or other equally
serious actions are determined to exist,
all parties involved may be ineligible for
all payments and benefits under the
programs subject to the provisions of
this part for up to 5 years.

The application of the AGI limitation
requires a reduction in any payments or
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benefits issued to a joint venture,
general partnership or legal entity in an
amount commensurate with the direct
and indirect ownership interest of any
person or legal entity that fails to
comply with the respective adjusted
gross income limitation eligibility
standard for the direct receipt of such
payments or benefits. Previously,
ownership interest was tracked and
reviewed to the sixth level to determine
whether a commensurate reduction was
applicable and the extent of such
reduction. Now with the
implementation of direct attribution for
payment limitation in which ownership
in legal entities is tracked through four
levels, the ownership interest in legal
entities for the application of the AGI
limitations will also be tracked through
the same number of levels.

Miscellaneous Minor Changes and
Housekeeping

Subparts D, “Cash Rent Tenants,” and
E, “Foreign Persons” (redesignated,
previously subparts E and F), are largely
unchanged, except for the references to
natural persons and legal entities
discussed above and that were made
throughout the part. This rule makes
minor amendments to subpart D, “Cash
Rent Tenants,” to clarify that if a cash
rent tenant is a joint operation, each
member must make a significant
contribution of active personal labor or
management to be eligible for payments.
This amendment is needed to be
consistent with other changes in this
part regarding payment eligibility and
with the 2008 Farm Bill.

This rule reorganizes part 1400,
including changing the order of some

sections, renumbering sections, and
renaming some sections and subparts.
These housekeeping changes are
intended to improve readability and do
not make substantive changes to the
regulations. Subpart B, “Person
Determinations,” is renamed ‘‘Payment
Limitation.” Subpart C, “Actively
Engaged in Farming Determinations,” is
renamed ‘‘Payment Eligibility.” Subpart
D, “Permitted Entities,” is removed;
subsequent subparts are renumbered.
Throughout the part, references to
“individual(s) and entities’” are changed
to “person(s) and legal entities,”
consistent with the 2008 Farm Bill
requirement to attribute payments to
natural persons. Similarly, references to
2003 through 2007 crop years are
changed to refer to the 2009 through
2012 crop years.

SUMMARY OF AMENDMENTS TO 7 CFR PART 1400 MADE BY THIS RULE

Previous regulation

Revised regulation

Title of part 1400. Payment Limitation and Pay-

ment Eligibility.
Subpart A—General provisions
§1400.1 Applicability

§1400.2 Administration

§1400.3 Definitions

§1400.4 Indian Tribal Ventures

§1400.5 Scheme or Device

§1400.6 Joint and Several Liability

§1400.7 Commensurate Contributions

§1400.9 Appeals
1400 Subpart B Person Determinations
§1400.100 through 1400.107

Title amended to specify “for 2009 and Subsequent Crop, Program or Fiscal years.”

Revised references to the programs for which this regulation now applies including ACRE,
NAP, ELAP, LFP, LIP, TAP, and applicable NRCS conservation programs, and added the
respective payment limitations. Applicable NRCS conservation programs include:

o Agricultural Management Assistance (AMA),

Agricultural Water Enhancement Program (AWEP),

Chesapeake Bay Watershed Program (CBWP),

Conservation Stewardship Program (CSTP),

Cooperative Conservation Partnership Initiative (CCPI),

Environmental Quality Incentives Program (EQIP),

Farm and Ranchland Protection Program (FRPP),

Grasslands Reserve Program (GRP),

Wetlands Reserve Program (WRP), and

* Wildlife Habitat Incentive Program (WHIP).

Removed the programs for which this regulation no longer applies.

Provided a reference point for the start of the 60-day period for CCC to make determinations.

Clarified that the 60-day time period specified does not apply to the completion of end of year
reviews for compliance.

New definitions for attribution, average adjusted gross income, average adjusted gross farm
income, average adjusted gross nonfarm income, contribution, and legal entity.

Revised definitions for person, joint operation, active personal labor, and active personal man-
agement.

Removed definitions of entity, Indian tribal ventures, permitted entity, and substantial beneficial
interest.

Title changed to Indian Tribes.

Added that Indian tribes, as defined, are exempt from all provisions of this part.

Title changed to Denial of program benefits:

Added (1) Indicators of actions that may be considered a scheme or device;

(2) The period of ineligibility if fraud is determined,;

(3) Producer ineligibility extends to cash rent tenants; and

(4) Denial of benefits to all parties on a pro rata basis according to ownership interest.

Added (1) The basis and extent of ineligibility and payment recovery and

(2) Possible conditions for partial or full release from liability.

Removed reference to individuals and entities considered one “person.”

Title changed to Commensurate Contributions and Risk.

Revised reference from individuals and entities to persons and legal entities.

Added that risk must be commensurate with the claimed share of the farming operation.

Revised reference from individuals and entities to persons and legal entities.

Renamed to Payment Limitation.

Removed all references to “person” determinations and the timing of making such “person”
determinations.

Replaced with (1) Provisions for the control and limitation of payments to persons and legal
entities by direct attribution;

(2) Limitations and other restrictions for payments to States, political subdivisions and agen-
cies thereof;

(3) New provisions applicable only to spouses;



79272

Federal Register/Vol. 73,

No. 249/Monday, December 29, 2008/Rules and Regulations

SUMMARY OF AMENDMENTS TO 7 CFR PART 1400 MADE BY THIS RULE—Continued

Previous regulation

Revised regulation

1400 Subpart C Actively Engaged in Farming
Determinations.
§1400.201 through 1400.213

1400 Subpart D Permitted Entities
§1400.301

1400 Subpart E Cash Rent Tenants
§1400.401

1400 Subpart F Foreign Persons
§§ 1400.501 through 1400.502

1400 Subpart G Average Adjusted Gross In-
come.
§1400.600 through 1400.603

(4) Additional requirements for the increase in persons to a farming operation that are eligible
for payment; and

(5) Required information from all persons and legal entities that request program payments.

Removed sections 1400.108 and 109.

Renamed to Payment Eligibility.

Revised all references of individual and entity to person and legal entity.

For uniformity, moved requirements of the definitions of “separate and distinct interest” and
significant contribution from § 1400.3, “Definitions,” to the applicable sections of the subpart.

Included additional requirements for the contributions of active personal labor or management
by each of the stockholders or members of a legal entity in order for the legal entity to be
considered actively engaged in farming.

Renamed Subpart D Cash Rent Tenants.

Removed all reference to permitted entities and the requirements of designation thereof for
payment.

Clarified the cash rent tenant requirements for joint operations and entities.

Revised all references of individuals and entities to persons and legal entities.

Redesignated from § 1400.401.

Redesignated Subpart E to Subpart D.

Redesignated § 1400.401 to 1400.301.

Redesignated Subpart F to Subpart E.

Redesignated §§ 1400.501 through 1400.502 to §§ 1400.401 through 1400.402.

Revised all references of individuals and entities to persons and legal entities; included revised
standards for active personal labor in the definition of substantial contribution of active per-
sonal labor.

Redesignated Subpart G to Subpart F.

Redesignated §§ 1400.600 through 1400.603 to §§ 1400.500 through 1400.503.

Revised (1) All references of individuals and entities to persons and legal entities;

(2) All references of 2003 through 2007 years of applicability to 2009 through 2012;

(3) All references of the $2.5 million limitation to the three limitations—2 for commodity pro-
grams and one for conservation programs; and

(4) The reference and application of the test for farm income from 75 percent to not less than
66.66 percent.

Included the revisions (1) The definition and sources of income from farming, ranching, for-
estry and related activities and

(2) Ownership interest in entities will be tracked through only four levels, rather than six, for

consistency with the same number of levels as for direct attribution of payments.

Notice and Comment

Section 1601 of the 2008 Farm Bill
requires that these amendments be
issued through an interim rule for the
2009 and subsequent crop, fiscal, or
program years. This rule is effective on
publication, but subject to modification
after the consideration of comments.
CCC will consider comments received
during the comment period for this
interim rule, which ends January 28,
2009. After the comment period closes,
CCC will publish another document in
the Federal Register. The document will
include a discussion of any comments
received during the comment period
and any amendments made to the rule
as a result of the comments.

Executive Order 12866

The Office of Management and Budget
(OMB) designated this interim rule as
significant under Executive Order
12866. A cost-benefit assessment is
summarized below and is available from
the contact listed above.

Summary of Economic Impacts

The 2008 Farm Bill makes significant
changes in how USDA will administer
payment limits and determine who is
eligible for payments. Those changes
will be implemented beginning with the
2009 crop, fiscal, or program year, as
applicable. The most fundamental
change in how payment limits are to be
administered is that each member or
owner of farming entities will be
assigned a limit. The payment limits
that applied to the entities themselves
under the 2002 Farm Bill are retained.
The motivation for this change is
twofold:

(1) Increase transparency by allocating
payments made to farming entities to
their members.

(2) Moderate payments by adding
another layer of payment limits. For
example, the 2008 Farm Bill maintains
payment limits on the corporations
themselves and adds additional limits
on the owners of farming corporations.

USDA will be required to track
payments made to entities, such as
farming corporations, to the owners of

those entities. Such tracking is called
direct attribution. Both entities and their
owners will now have payment limits.
Direct attribution will involve extensive
USDA staff resources, and consequently
cost, in the implementation phase and
has the potential for some reduction in
Government outlays. Reductions in
outlays will diminish as farmers
reorganize their operations in order to
capture the highest possible payments.
Due to uncertainty about the costs it is
difficult to estimate annual impacts.

Other changes made in this interim
rule are expected to result in little
changes to Government outlays.

Regulatory Flexibility Act

This rule is not subject to the
Regulatory Flexibility Act since CCC is
not required to publish a notice of
proposed rulemaking for this rule. CCC
is authorized by section 1601 of the
2008 Farm Bill to issue an interim rule
effective on publication with an
opportunity for comment.
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Environmental Assessment

The environmental impacts of this
final rule have been considered in a
manner consistent with the provisions
of the National Environmental Policy
Act (NEPA), 42 U.S.C. 4321-4347, the
regulations of the Council on
Environmental Quality (40 CFR Parts
1500-1508), and FSA’s regulations for
compliance with NEPA (7 CFR part
799). The changes to Payment
Limitation and Payment Eligibility,
required by the 2008 Farm Bill that are
identified in this rule, are non-
discretionary. Therefore, FSA has
determined that NEPA does not apply to
this rule and no environmental
assessment or environmental impact
statement will be prepared.

Executive Order 12372

This program is not subject to
Executive Order 12372, which requires
consultation with State and local
officials. See the notice related to 7 CFR
part 3015, subpart V, published in the
Federal Register on June 24, 1983 (48
FR 29115).

Executive Order 12988

The interim rule has been reviewed in
accordance with Executive Order 12988.
This rule is not retroactive and does not
preempt State or local laws, regulations,
or policies unless they present an
irreconcilable conflict with this rule.
Before any judicial action may be
brought concerning the provisions of
this rule the administrative appeal
provisions of 7 CFR parts 11 and 780
must be exhausted.

Executive Order 13132

The policies contained in this rule do
not have any substantial direct effect on
States, on the relationship between the
national government and the States, or
on the distribution of power and
responsibilities among the various
levels of government. Nor does this rule
impose substantial direct compliance
costs on State and local governments.
Therefore, consultation with the States
is not required.

Executive Order 13175

The policies contained in this rule do
not impose substantial unreimbursed
direct compliance costs on Indian tribal
governments or have tribal implications
that preempt tribal law.

Unfunded Mandates

This rule contains no Federal
mandates under the regulatory
provisions of Title II of the Unfunded
Mandates Reform Act of 1995 (UMRA)
for State, local or tribal governments, or
the private sector. In addition, CCC is

not required to publish a notice of
proposed rulemaking for this rule.
Therefore, this rule is not subject to the
requirements of sections 202 and 205 of
UMRA.

Federal Assistance Programs

The title and number of the Federal
assistance programs in the Catalog of
Federal Domestic Assistance to which
this interim rule applies are:

10.055—Direct and Counter-Cyclical
Payments Program.

10.069—Conservation Reserve Program.

10.072—Wetlands Reserve Program.

10.082—Tree Assistance Program.

10.912—Environmental Quality
Incentives Program.

10.914—Wildlife Habitat Incentive
Program.

10.917—Agricultural Management
Assistance.

10.918—Ground and Surface Water
Conservation—Environmental
Quality Incentives Program.

10.920—Grassland Reserve Program.

This interim rule also applies to the
following Federal assistance programs
that are not in the Catalog of Federal
Domestic Assistance:

ACRE,
ELAP,
LFP,

LIP,
SURE,
AWEP,
CBWP,
CSTP,
CCPI, and
FRPP.

Paperwork Reduction Act

The regulations in this rule are
exempt from the requirements of the
Paperwork Reduction Act (44 U.S.C.
Chapter 35), as specified in section
1601(c)(2) of the 2008 Farm Bill, which
provides that these regulations be
promulgated and the programs
administered without regard to the
Paperwork Reduction Act.

E-Government Act Compliance

CCC is committed to complying with
the E-Government Act, to promote the
use of the Internet and other
information technologies to provide
increased opportunities for citizen
access to Government information and
services, and for other purposes.

List of Subjects in CFR Part 1400

Agriculture, Loan programs—
agriculture, Conservation, Price support
programs.

m For the reasons discussed above, this
rule revises 7 CFR part 1400 to read as
follows:

PART 1400—PAYMENT LIMITATION
AND PAYMENT ELIGIBILITY FOR 2009
AND SUBSEQUENT CROP, PROGRAM,
OR FISCAL YEARS

Subpart A—General Provisions

Sec.
1400.1
1400.2
1400.3
1400.4
1400.5
1400.6
1400.7

risk.
1400.8 Equitable treatment.
1400.9 Appeals.

Applicability.

Administration.

Definitions.

Indian Tribe.

Denial of program benefits.

Joint and several liability.
Commensurate contributions and

Subpart B—Payment Limitation

1400.100 Revocable trust.

1400.101 Minor children.

1400.102 States, political subdivisions,
agencies thereof.

1400.103 Charitable organizations.

1400.104 Changes in farming operations.

1400.105 Attribution of payments.

1400.106 Payment limits.

1400.107 Notification of interests.

Subpart C—Payment Eligibility

1400.201 General provisions for
determining whether a person or legal
entity is actively engaged in farming.

1400.202 Persons.

1400.203 Joint operations.

1400.204 Limited partnerships, limited
liability partnerships, limited liability
companies, corporations and other
similar legal entities.

1400.205 Trusts.

1400.206 Estates.

1400.207 Landowners.

1400.208 Family members.

1400.209 Sharecroppers.

1400.210 Deceased and incapacitated
persons.

1400.211 Persons and legal entities not
considered to be actively engaged in
farming.

1400.212 Growers of hybrid seed.

1400.213 Military personnel.

Subpart D—Cash Rent Tenants
1400.301 Eligibility.

Subpart E—Foreign Persons

1400.401 Eligibility.
1400.402 Notification.

Subpart F—Average Adjusted Gross

Income Limitation

1400.500 Applicability.

1400.501 Determination of average adjusted
gross income.

1400.502 Compliance and enforcement.

1400.503 Commensurate reduction.

Authority: 7 U.S.C. 1308, 1308—1, 1308-2,
1308-3, 1308-3a, 1308—4, and 1308-5.

Subpart A—General Provisions

§1400.1 Applicability.

(a) This part, except as otherwise
noted, is applicable to all of the
following programs and any other
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programs as provided in individual
program regulations in this chapter
(including, but not limited to, all price
support programs in parts 1421 and
1434 of this chapter):

(1) The Direct and Counter-cyclical
Program (DCP), including the Average
Crop Revenue Election (ACRE), part
1412 of this chapter;

(2) The Conservation Reserve Program
(CRP), part 1410 of this chapter;

(3) The Noninsured Crop Disaster
Assistance Program (NAP), part 1437 of
this chapter;

(4) The Supplemental Revenue
Assistance Program (SURE), part 1480 of
this chapter;

(5) The Livestock Forage Disaster
Program (LFP), Livestock Indemnity
Program (LIP), and the Emergency
Assistance Program for Livestock,
Honey Bees and Farm-raised Fish
(ELAP), part 1439 of this chapter;

(6) The Tree Assistance Program
(TAP), part 783 of this title; and

(7) The Natural Resource
Conservation Service (NRCS)
conservation programs of this title
including Agricultural Management

Assistance (AMA), Agricultural Water
Enhancement Program (AWEP),
Chesapeake Bay Watershed Program
(CBWP), Conservation Stewardship
Program (CSTP), Cooperative
Conservation Partnership Initiative
(CCPI), Environmental Quality
Incentives Program (EQIP), Farm and
Ranchland Protection Program (FRPP),
Grasslands Reserve Program (GRP),
Wetlands Reserve Program (WRP), and
Wildlife Habitat Incentive Program
(WHIP).

(b) This part will apply to the
programs specified in:

(1) Paragraphs (a)(1), (3), (4), and (6)
of this section on a crop year basis;

(2) To the program in paragraph (a)(2)
of this section on a fiscal year basis;

(3) To the programs in paragraph
(a)(5) of this section on a calendar year
basis; and

(4) To the programs in paragraph
(a)(7) of this section based on available
funding.

(c) This part will be used to determine
the manner in which payments will be
attributed to persons and legal entities
for the payment limitations provided in

this section and to other programs as
provided in individual program
regulations in this chapter.

(d) Where more than one provision of
this part may apply, the provision
which is most restrictive on the program
participant will be applied.

(e) The payment limitations of this
part are not applicable to:

(1) Payments made under State
conservation reserve enhancement
program agreements approved by the
Secretary and

(2) Payments made subject to this part
if ownership interest in land or a
commodity is transferred as the result of
the death of a program participant and
the new owner of the land or
commodity has succeeded to the
contract of the prior owner. If the
successor is otherwise eligible,
payments cannot exceed the amount the
previous owner was entitled to receive
at the time of death.

(f) The following amounts are the
limitations on payments per person or
legal entity for the applicable period for
each payment or benefit.

Payment or benefit

Limitation per person or
legal entity, per crop,
program, or fiscal year

Direct Payments for covered commodities
Direct Payments for peanuts
CRP annual rental payments? ....
GRP
WHIP ...
Counter-Cyclical Payments for covered com
Counter-Cyclical Payments for peanuts 3
NAP payments

_.ovvvvvvvvv
=
T
T

-
>
0

) Supplemental Agricultural Disaster Assistance# .

modities 3 ...

$40,000
40,000
50,000
50,000
50,000
50,000
65,000
65,000
100,000
100,000
100,000
200,000
300,000

11f the person or legal entity has a direct or indirect interest in payments earned on a farm that is in ACRE, this limitation will reflect a 20 per-

cent reduction in direct payments on each farm

that is participating in ACRE.

2Limitation applicable only to CRP contracts approved prior to October 1, 2008.
3Under ACRE, this amount will be a combined limitation for counter-cyclical and ACRE payments. If a person or legal entity has a direct or in-
direct interest in payments earned on a farm that is participating in ACRE, this limitation will reflect an increase for the amount that the direct

payments were reduced.

4Total payments received under Supplemental Agricultural Disaster Assistance through SURE, LIP, LFP, and ELAP may not exceed

$100,000.

5The $200,000 limit is the total limit for 2009 through 2012. Note: AMA, AWEP, CBWP, CCPI, and FRPP are all limited by available funding

rather then an amount by participant.

(g) With respect to contracts for
conservation programs approved prior
to October 1, 2008, the payment
limitation rules in 7 CFR part 1400 in
effect on September 30, 2008 will be
applicable (see 7 CFR part 1400, revised
as of January 1, 2008).

§1400.2 Administration.

(a) The regulations in this part will be
administered under the general
supervision and direction of the
Executive Vice President, Commodity

Credit Corporation (CCC), and the
Administrator, Farm Service Agency
(FSA). In the field, the regulations in
this part will be administered by the
FSA State and county committees
(referred to as “State committee” and
“county committee,” respectively).

(b) State executive directors, county
executive directors, and State and
county committees do not have
authority to modify or waive any of the
provisions of this part.

(c) The State committee may take any
action authorized or required by this
part to be taken by the county
committee that has not been taken by
such committee. The State committee
may also:

(1) Correct or require a county
committee to correct any action taken by
such county committee that is not in
accordance with this part or

(2) Require a county committee to
withhold taking any action that is not in
accordance with this part.
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(d) No delegation in this part to a
State or county committee precludes the
Executive Vice President, CCC, and the
Administrator, FSA, or a designee, from
determining any question arising under
this part or from reversing or modifying
any determination made by a State or
county committee.

(e) Benefits from programs subject to
this part may not be issued until all
required forms and necessary payment
eligibility and payment limitation
determinations are made.

(f) The initial payment eligibility
determinations will be made within 60
days after the required forms and any
other supporting documentation needed
in making such determinations are
received in the county FSA office. If the
determination is not made within 60
days, the producer will receive a
determination for that program year that
reflects the determination sought by the
producer unless the Deputy
Administrator determines that the
producer did not follow the farm
operating plan that was presented to the
county or State committee for such year.

(g) Initial determinations concerning
the provisions of this part will not be
made by a county FSA office with
respect to any farm operating plan that
is for a joint operation with six or more
members.

(h) Reviews of farming operations and
corresponding documentation
submitted by program participants may
be conducted at any time to determine
compliance with applicable statutes and
regulations. The completion of such
reviews is not subject to the time
constraints specified in paragraph (f) of
this section.

§1400.3 Definitions.

(a) The terms defined in part 718 of
this title are applicable to this part and
all documents issued in accordance
with this part, except as otherwise
provided in this section.

(b) The following definitions are also
applicable to this part:

Active personal labor means
personally providing physical activities
necessary in a farming operation,
including activities involved in land
preparation, planting, cultivating,
harvesting, and marketing of
agricultural commodities in the farming
operation. Other physical activities
include those physical activities
required to establish and maintain
conserving cover crops on CRP acreages
and those physical activities necessary
in livestock operations.

Active personal management means
personally providing and participating
in:

(1) The general supervision and
direction of activities and labor
involved in the farming operation; or

(2) Services (whether performed on-
site or off-site) reasonably related and
necessary to the farming operation,
including:

(i) Supervision of activities necessary
in the farming operation, including
activities involved in land preparation,
planting, cultivating, harvesting, and
marketing of agricultural commodities,
as well as activities required to establish
and maintain conserving cover crops on
CRP acreage and activities required in
livestock operations;

(ii) Business-related actions, which
include discretionary decision making;

(iii) Evaluation of the financial
condition and needs of the farming
operation;

(iv) Assistance in the structuring or
preparation of financial reports or
analyses for the farming operation;

(v) Consultations in or structuring of
business-related financing arrangements
for the farming operation;

(vi) Marketing and promotion of
agricultural commodities produced by
the farming operation;

(vii) Acquiring technical information
used in the farming operation; and

(viii) Any other management function
reasonably necessary to conduct the
farming operation and for which service
the farming operation would ordinarily
be charged a fee.

Administrator means the
Administrator of the Farm Service
Agency including any designee of the
Administrator.

Alien means any person not a citizen
or national of the United States.

Attribution means the combination of
any payment made directly to a person
or legal entity with the person’s or legal
entity’s pro rata direct and indirect
interest in payments received by a legal
entity, joint venture, or general
partnership.

Average Adjusted Gross Farm Income
means the average of the portion of
adjusted gross income of the person or
legal entity that is attributable to
activities related to farming, ranching,
or forestry for the 3 taxable years
preceding the most immediately
preceding complete taxable year.

Average Adjusted Gross Income
means the average of the adjusted gross
income as defined under 26 U.S.C. 62 or
comparable measure of the person or
legal entity over the 3 taxable years
preceding the most immediately
preceding complete taxable year.

Average Adjusted Gross Nonfarm
Income means the difference between
the average adjusted gross income for
the person or legal entity and the

average adjusted gross farm income for
the person or legal entity.

Capital means the funding provided
by a person or legal entity to the farming
operation, independent and separate
from all other farming operations, in
order for such operation to conduct
farming activities. In determining
whether a person or legal entity has
independently contributed capital, in
the form of funding, to the farming
operation, such capital must have been
derived from a fund or account separate
and distinct from that of any other
person or legal entity involved in such
operation. Capital does not include the
value of any labor or management that
is contributed to the farming operation
or any outlays for land or equipment. A
capital contribution must be a direct
out-of-pocket input of a specified sum
or an amount borrowed by the person or
legal entity and does not include
advance program payments.

Chief means the Chief of the Natural
Resources Conservation Service
including any designee of the Chief
(also referred to in this part as NRCS
Chief).

Contribution means providing land,
capital, or equipment assets, and the
actions of providing active personal
labor or active personal management to
a farming operation in exchange for, or
with the expectation of, deriving benefit
based solely on the success of the
farming operation.

Deputy Administrator means the
Deputy Administrator for Farm
Programs, Farm Service Agency
including any designee.

Equipment means the machinery and
implements needed by the farming
operation to conduct activities of the
farming operation, including machinery
and implements involved in land
preparation, planting, cultivating,
harvesting, or marketing of the crops
involved. Equipment also includes
machinery and implements needed to
establish and maintain conserving cover
crops on CRP acreages and those needed
to conduct livestock operations. Such
equipment may be leased from any
source. If such equipment is leased from
another person or legal entity with an
interest in the farming operation, such
equipment must be leased at a fair
market value.

Family member means a person to
whom another member in the farming
operation is related as a lineal ancestor,
lineal descendant, sibling, spouse, or
otherwise by marriage.

Farming operation means a business
enterprise engaged in the production of
agricultural products, commodities, or
livestock, operated by a person, legal
entity, or joint operation that is eligible
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to receive payments, directly or
indirectly, under one or more of the
programs specified in § 1400.1. A
person or legal entity may have more
than one farming operation if such
person or legal entity is a member of one
or more joint operations.

Indian tribe means any Indian tribe,
band, nation, pueblo, or other organized
group or community, including any
Alaska Native village or regional or
village corporation as defined in or
established pursuant to the Alaska
Native Claims Settlement Act (43 U.S.C.
1601-1629h), which is recognized as
eligible for special programs and
services provided by the United States
to Indians because of their status as
Indians.

Interest in a farming operation means
one of the following:

(1) Owner or renter of the land in the
farming operation;

(2) An interest in the agricultural
products, commodities, or livestock
produced by the farming operation; or

(3) A member of a joint operation that
either owns or rents land in the farming
operation or has an interest in the
agricultural products, commodities, or
livestock produced by the farming
operation.

Irrevocable trust means a trust as
specified in this definition. Any trust
not meeting this definition will be
considered a revocable trust. A trust
may be considered to be an irrevocable
trust only if:

(1) The trust cannot be modified or
terminated by the grantor;

(2) The grantor has no future,
contingent, or remainder interest in the
corpus of the trust; and

(3) The trust agreement does not
provide for the transfer of the corpus of
the trust to the remainder beneficiary in
less than 20 years from the date the trust
is established except in cases where the
transfer is contingent upon either the
remainder beneficiary achieving at least
the age of majority or the death of the
grantor or income beneficiary.

Joint operation means a general
partnership, joint venture, or other
similar business organization in which
the members are jointly and severally
liable for the obligations of the
organization.

Land means farmland that meets the
specific requirements of the applicable
program. Such land may be leased from
any source. If such land is leased from
another person or legal entity with an
interest in the crop or crop proceeds,
such land must be leased at a fair
market value.

Lawful alien means any person who is
not a citizen or national of the United
States but who is admitted into the

United States for permanent residence
under the Immigration and Nationality
Act and possesses a valid Alien
Registration Receipt Card issued by the
United States Citizenship and
Immigration Services, Department of
Homeland Security.

Legal entity means an entity created
under Federal or State law and that:

(1) Owns land or an agricultural
commodity, product, or livestock; or

(2) Produces an agricultural
commodity, product, or livestock.

Payment means:

(1) Payments made in accordance
with part 1412 or successor regulation
of this chapter;

(2) CRP annual rental payments made
in accordance with part 1410 or
successor regulation of this chapter;

(3) NAP payments made in
accordance with part 1437 or successor
regulation of this chapter; and

(4) For other programs, any payments
designated in individual program
regulations in this chapter.

Person means an individual, natural
person and does not include a legal
entity.

Public school means a primary,
elementary, secondary school, college,
or university that is directly
administered under the authority of a
governmental body or that receives a
predominant amount of its financing
from public funds.

Secretary means the Secretary of the
United States Department of
Agriculture.

Sharecropper means a person who
performs work in connection with the
production of the crop under the
supervision of the operator and who
receives a share of such crop in return
for the provision of such labor.

Significant contribution means the
provision of the following to a farming
operation:

(1)(i) For land, capital, or equipment
contributed independently by a person
or legal entity, a contribution that has a
value at least equal to 50 percent of the
person’s or legal entity’s commensurate
share of the total:

(A) Value of the capital necessary to
conduct the farming operation;

(B) Rental value of the land necessary
to conduct the farming operation; or

(C) Rental value of the equipment
necessary to conduct the farming
operation; or

(ii) If the contribution by a person or
legal entity consists of any combination
of land, capital, and equipment, such
combined contribution must have a
value at least equal to 30 percent of the
person’s or legal entity’s commensurate
share of the total value of the farming
operation;

(2) For active personal labor, an
amount contributed by a person to the
farming operation that is described by
the smaller of the following:

(i) 1,000 hours per calendar year; or

(ii) 50 percent of the total hours that
would be necessary to conduct a
farming operation that is comparable in
size to such person’s or legal entity’s
commensurate share in the farming
operation;

(3) With respect to active personal
management, activities that are critical
to the profitability of the farming
operation, taking into consideration the
person’s or legal entity’s commensurate
share in the farming operation; and

(4) With respect to a combination of
active personal labor and active
personal management, when neither
contribution by itself meets the
requirement of paragraphs (2) and (3) of
this definition, a combination of active
personal labor and active personal
management that, when made together,
results in a critical impact on the
profitability of the farming operation in
an amount at least equal to either the
significant contribution of active
personal labor or active personal
management as defined in paragraphs
(2) and (3) of this definition.

Substantial amount of active personal
labor means the provision of active
personal labor to a farming operation in
an amount described by the smaller of
the following:

(1) 1,000 hours per calendar year; or

(2) 50 percent of the total hours that
would be necessary to conduct a
farming operation that is comparable in
size to the person’s or legal entity’s
commensurate share in the farming
operation.

Total value of the farming operation
means the total of the costs, excluding
the value of active personal labor and
active personal management contributed
by a person who is a member of the
farming operation, needed to carry out
the farming operation for the year for
which the determination is made.

§1400.4 Indian Tribe.

Provisions of this part do not apply to
Indian tribes as defined in § 1400.3.

§1400.5 Denial of program benefits.

(a) All or any part of a payment
otherwise due a person or legal entity
on all farms in which the person or legal
entity has an interest may be withheld
or be required to be refunded if the
person or legal entity fails to comply
with the provisions of this part.

(b) All or any part of a payment
otherwise due a person or legal entity
on all farms in which the person or legal
entity has an interest may be withheld
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or be required to be refunded if the
person or legal entity fails to comply
with the provisions of this part and
adopts or participates in adopting a
scheme or device designed to evade this
part, or that has the effect of evading
this part. Such acts may include, but are
not limited to:

(1) Concealing information that affects
the application of this part;

(2) Submitting false or erroneous
information; or

(3) Creating a business arrangement
using rental agreements and other
arrangements to conceal the interest of
a person or legal entity in a farm or
farming operation for the purpose of
obtaining program payments the person
or legal entity would otherwise not be
eligible to receive. Indicators of such
business arrangement include, but are
not limited to the following:

(i) No crops are grown or agricultural
commodities produced by the
represented operation;

(ii) The represented operation has no
appreciable assets;

(iii) The only source of capital for the
operation is the program payments; or

(iv) The represented operation exists
only for the receipt of program
payments.

(c) If the Deputy Administrator
determines that a person or legal entity
has adopted a scheme or device to
evade, or that has the purpose of
evading, the provisions of 7 U.S.C. 1308,
1308—1, or 1308-3, as amended, such
person or legal entity will be ineligible
to receive payments under the programs
specified in § 1400.1 in the year for such
scheme or device was adopted and the
succeeding year.

(d) A person or legal entity that
perpetuates a fraud, commits fraud, or
participates in equally serious actions
for the benefit of the person or legal
entity, or the benefit of any other person
or legal entity, to exceed the applicable
limit on payments or the requirements
of this part will be subject to a five-year
denial of all program benefits. Such
other equally serious actions may
include, but are not limited to:

(1) Knowingly engaged in, or aided in
the creation of a fraudulent document;

(2) Failed to disclose material
information relevant to the
administration of the provisions of this
part, or

(3) Any other actions of a person or
legal entity determined by the Deputy
Administrator as designed or intended
to circumvent the provisions of this
subpart.

(e) Program payments and benefits
will be denied on pro-rata basis:

(1) In accordance to the interest held
by the person or legal entity in any other
legal entity or joint operations and

(2) To any person or legal entity that
is a cash rent tenant on land owned or
under control of a person or legal entity
for which a determination of this
section has been made.

§1400.6 Joint and several liability.

(a) Any legal entity, including joint
ventures and general partnerships, and
any member of a legal entity determined
to have knowingly participated in a
scheme or device, or other such equally
serious actions to evade the payment
limitation provisions, or that has the
purpose of evading the provisions of
this part, will be jointly and severally
liable for any amounts determined to be
payable as the result of the scheme or
device, or other such equally serious
actions, including amounts necessary to
recover the payments.

(b) Any person or legal entity that
cooperates in the enforcement of the
payment limitation and payment
eligibility provisions of this part may be
partially or fully released from liability,
as determined by the Executive Vice
President, CCC.

(c) The provisions of this section will
be applicable in addition to any liability
that arises under a criminal or civil
statute.

§1400.7 Commensurate contributions and
risk.

(a) In order to be considered eligible
to receive payments under the programs
specified in § 1400.1, a person or legal
entity specified in §§ 1400.202 through
1400.210 must have:

(1) A share of the profits or losses
from the farming operation
commensurate with the person’s or legal
entity’s contribution(s) to the operation;

(2) Contribution(s) to the farming
operation that are at risk for a loss; and

(3) Risk that is commensurate with
the person’s or legal entity’s claimed
share of the farming operation.

(b) [Reserved]

§1400.8 Equitable treatment.

(a) Actions taken by a person or legal
entity in good faith based on action or
advice of an authorized representative
of the Administrator may be accepted as
meeting the requirements of this part to
the extent the Administrator deems
necessary to provide fair and equitable
treatment to such person or legal entity.

(b) Actions taken by a person or legal
entity in good faith based on action or
advice of an authorized representative
of the NRCS Chief may be accepted as
meeting the requirements of this part to
the extent the NRCS Chief deems

necessary to provide fair and equitable
treatment to such person or legal entity.

§1400.9 Appeals.

(a) A person or legal entity may obtain
reconsideration and review of
determinations made under this part in
accordance with the appeal regulations
set forth in part 780 of this title. With
respect to such appeals, the applicable
reviewing authority will:

(1) Schedule a hearing with respect to
the appeal within 45 days following
receipt of the written appeal and

(2) Issue a determination within 60
days following the hearing.

(b) The time limitations provided in
paragraph (a) will not apply if:

(1) The appellant, or the appellant’s
representative, requests a postponement
of the scheduled hearing;

(2) The appellant, or the appellant’s
representative, requests additional time
following the hearing to present
additional information or a written
closing statement;

(3) The appellant has not timely
presented information to the reviewing
authority; or

(4) An investigation by the Office of
Inspector General is ongoing or a court
proceeding is involved that affects the
amount of payments a person may
receive.

(c) If the deadlines provided in
paragraphs (a) and (b) of this section are
not met, the relief sought by the
producer’s appeal will be granted for the
applicable crop year unless the Deputy
Administrator determines that the
producer did not follow the farm
operating plan initially presented to the
county committee for the year that is the
sub]ect of the appeal.

d) An appellant may waive the
pr0v1510ns of paragraphs (a) and (b) of
this section.

Subpart B—Payment Limitation

§1400.100 Revocable trust.

A revocable trust and the grantor of
the trust will be considered to be the
same person.

§1400.101 Minor children.

(a) Except as provided in paragraph
(b) of this section, payments received by
a child under 18 years of age as of April
1 of the applicable crop, program, or
fiscal year, including such a person who
is the beneficiary of a trust or who is an
heir of an estate, will be attributed for
the entire crop, program, or fiscal year
to the parent receiving the greater
amount of program payments subject to
this part or to any court-appointed
person such as a guardian or
conservator who is responsible for the
minor.
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(b) Payments received by a minor will
not be attributed to the minor’s parent
or to any court-appointed person such
as a guardian or conservator who is
responsible for the minor if all of the
following apply:

(1) The minor is a producer on a farm
and the minor’s parents or any court-
appointed person such as guardian or
conservator who is responsible for the
minor, does not have any interest in the
farm;

(2) The minor has established and
maintains a separate household from the
minor’s parents or any court-appointed
person such as a guardian or
conservator who is responsible for the
minor, and such minor personally
carries out the farming activities with
respect to the minor’s farming operation
for which there is a separate accounting;
and

(3) The minor does not live in the
same household as such minor’s parents
and:

(i) Is represented by a court-appointed
guardian or conservator who is
responsible for the minor and

(ii) Ownership of the farm is vested in
the minor.

(c) A person will be considered to be
a minor until the age 18 is reached.
Court proceedings conferring majority
on a person under 18 years of age will
not change such person’s status as a
minor.

§1400.102 States, political subdivisions,
and agencies thereof.

(a) A State, political subdivision, and
agency thereof, is not eligible for
payments or benefits under programs
specified in § 1400.1, unless the
exception provided in paragraph (b) of
this section applies.

(b) Subject to the limitation in
paragraph (c) of this section, a State,
political subdivision, and any agency
thereof, may receive payments or
benefits under programs specified in
§ 1400.1 if both of the following apply:

(1) The land for which payments are
received is owned by the State, political
subdivision, or agency thereof and

(2) The payments are used solely for
the support of public schools;

(c) The total payments described in
paragraph (b) of this section cannot
exceed $500,000 annually except with
respect to payments made with respect
to the following States: Alaska,
Delaware, Hawaii, Idaho, Maine,
Montana, North Dakota, New
Hampshire, Rhode Island, South Dakota,
Vermont, and Wyoming. The list of
States that meet the criteria in paragraph
(c) of this section may change due to
changes in population of any State.

§1400.103 Charitable organizations.

(a) A charitable organization,
including a club, society, fraternal
organization, or religious organization
will be considered a separate legal
entity for payment limitation purposes
to the extent that such an entity is
independently engaged in the
production of crops, agricultural
commodities, or livestock, except where
the land or the proceeds from the
farming operation may transfer to a legal
entity that exercises control or authority
over such organization.

(b) If the land or the proceeds from
the farming operation may transfer to a
legal entity that exercises control or
authority over the charitable
organization, payments to the charitable
organization will be attributed to the
parent organization.

§1400.104 Changes in farming operations.

(a) Any change in a farming operation
that would increase the number of
persons or legal entities to which the
provisions of this part apply must be
bona fide and substantive. If bona fide,
the following will be considered to be
a substantive change in the farming
operation:

(1) The addition of a family member
to a farming operation in accordance
with § 1400.208, except that such an
addition will not affect the status of any
other person or legal entity that is added
to the farming operation;

(2) With respect to a landowner only,
a change from a cash rent to a share
rent;

(3) An increase through the
acquisition of base acres not previously
involved in the farming operation of at
least 20 percent or more in the total base
acres involved in the farming operation.

(i) For the purpose of payment
limitations, such an increase in base
acres will be considered an applicable
bona fide and substantive change for the
increase of only one person or legal
entity to the farming operation, unless;

(ii) A representative of the State FSA
office determines, based on the
magnitude and complexity of the
change represented, the increase in base
acres supports additional persons or
legal entities to the farming operation.

(4) A change in ownership by sale or
gift of equipment from a person or legal
entity previously engaged in a farming
operation to a person or legal entity that
has not been involved in such
operation. The sale or gift of equipment
will be considered to be bona fide and
substantive only if:

(i) The transferred amount of such
equipment is commensurate with the
new person’s or legal entity’s share of
the farming operation,

(ii) The sale or gift of the equipment
was based on the equipment’s fair
market value,

(iii) The former owner of the
equipment has no control over such
equipment,

(iv) The transaction was not financed
by the former owner, and

(v) Preference was not given to the
former owner to re-purchase the
equipment at a later date.

(5) A change in ownership by sale or
gift of land from a person or legal entity
who previously has been engaged in a
farming operation to a person or legal
entity that has not been involved in
such operation. The sale or gift of land
will be considered to be bona fide and
substantive only if:

(i) The transferred amount of such
land is commensurate with the new
person’s or legal entity’s share of the
farming operation,

(ii) The sale or gift of land was based
on the land’s fair market value,

(iii) The former owner of the land has
no control over such land,

(iv) The transaction was not financed
by the former owner, and

(v) Preference was not given to the
former owner to re-purchase the land at
a later date.

(b) Unless the requirements in
paragraph (a) of this section are met, the
increase in persons or legal entities in
the farming operation will not be
recognized for payment limitation
purposes and the additional persons or
legal entities are not eligible for program
payment identified in § 1400.1
otherwise resulting from the farming
operation.

§1400.105 Attribution of payments.

(a) A payment made directly to a
person or legal entity will be combined
with the pro rata interest of the person
or legal entity in payments received by
a legal entity in which the person or
legal entity has a direct or indirect
ownership interest, unless the payments
of the legal entity have been reduced by
the pro rata share of the person or legal
entity.

(b) A payment made to a legal entity
will be attributed to those persons who
have a direct and indirect ownership
interest in the legal entity, unless the
payment of the legal entity has been
reduced by the pro rata share of the
person.

(c) Attribution of payments made to
legal entities will be tracked through
four levels of ownership in legal entities
as follows:

(1) First level of ownership—any
payment made to a legal entity that is
owned in whole or in part by a person
will be attributed to the person in an
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amount that represents the direct
ownership interest in the first-tier or
payment legal entity;

(2)(i) Second level of ownership—any
payment made to a first-tier legal entity
that is owned in whole or in part by
another legal entity (referred to as a
second-tier legal entity) will be
attributed to the second-tier legal entity
in proportion to the ownership of the
second-tier legal entity in the first-tier
legal entity;

(ii) If the second-tier legal entity is
owned in whole or in part by a person,
the amount of the payment made to the
first-tier legal entity will be attributed to
the person in the amount that represents
the indirect ownership in the first-tier
legal entity by the person.

(3) Third and fourth levels—except as
provided in paragraph (2)(ii) of this
section, any payments made to a legal
entity at the third and fourth tiers of
ownership will be attributed in the same
manner as specified in paragraph (2)(i)
of this section.

(4) Fourth-tier ownership—if the
fourth-tier of ownership is that of a legal
entity and not that of a person, a
reduction in payment will be applied to
the first-tier or payment legal entity in
the amount that represents the indirect
ownership in the first-tier or payment
legal entity by the fourth-tier legal
entity.

(d) For purposes of administering
direct attribution, and to determine a
person’s or legal entity’s ownership
interest in a legal entity that receives a
payment subject to limitation; the
ownership interest on June 1 of each
year will be used.

(e) Direct attribution of payments is
not applicable to a cooperative
association of producers with respect to
commodities produced by the members
of the association that are marketed by
the association on behalf of the
members of the association. The
payments will instead be attributed to
the producers as persons.

§1400.106 Payment limits.

(a) Payments made to a person or legal
entity will not exceed the amounts
specified in subpart A of this part.

(b) Payments made to a joint venture
or general partnership cannot exceed,
for each payment specified in subpart A
of this part, the amount determined by
multiplying the maximum payment
amount specified in subpart A of this
part by the number of persons and legal
entities, other than joint ventures and
general partnerships, that comprise the
ownership of the joint venture or
general partnership.

(c) Payments made to a legal entity
will be reduced proportionately by an

amount that represents the direct or
indirect ownership in the legal entity by
any person or legal entity that has
otherwise reached the applicable
maximum payment limitation.

§1400.107 Notification of interests.

(a) In order to be eligible to receive
any payment specified in subpart A of
this part, or any other program as
provided in individual program
regulations in this chapter, a person or
legal entity must, provide information
in the manner as prescribed by the
Deputy Administrator.

(b) The information required to be
submitted under paragraph (a) of this
section must include:

(1) The name and social security
number of each person, or the name and
taxpayer identification number of each
legal entity, that holds or acquires an
ownership interest in the legal entity
and

(2) The name and taxpayer
identification number of each legal
entity in which the person or legal
entity holds an ownership interest.

Subpart C—Payment Eligibility

§1400.201 General provisions for
determining whether a person or legal
entity is actively engaged in farming.

(a) To be considered eligible to
receive payments with respect to a
particular farming operation, a person or
legal entity must be actively engaged in
farming with respect to such operation.

(b) Actively engaged in farming
means, except as otherwise provided in
this part, that the person or legal entity:

(1) Independently and separately
makes a significant contribution to a
farming operation of:

(i) Capital, equipment, or land, or a
combination of capital, equipment, or
land and

(ii) Active personal labor or active
personal management, or a combination
of active personal labor and active
personal management;

(2) Has a share of the profits or losses
from the farming operation
commensurate with the person’s or legal
entity’s contributions to the operation;
and

(3) Makes contributions to the farming
operation that are at risk for a loss, with
the level of risk being commensurate
with the person’s or legal entity’s
claimed share of the farming operation.

(c) All of the following factors will be
taken into consideration in determining
if the person or legal entity is
independently and separately
contributing a significant amount of
capital, equipment, or land, or a
combination of capital, equipment, or
land, to the farming operation:

(1) A separate and distinct interest in
the land, crop, and livestock involved in
the farming operation;

(2) The demonstration of separate and
total responsibility for the interest in the
land, crop, and livestock in the farming
operation; and

(3) All funds and business accounts of
the farming operation are separate from
that of any other person and legal entity.

(d) In determining if the person or
legal entity is independently and
separately contributing a significant
amount of active personal labor or
active personal management, all of the
following factors will be taken into
consideration:

(1) The types of crops and livestock
produced by the farming operation;

(2) The normal and customary
farming practices of the area;

(3) The total amount of labor and
management necessary for such a
farming operation in the area; and

(4) Whether the person or legal entity
receives compensation for the labor and
management activities.

§1400.202 Persons.

(a) A person will be considered to be
actively engaged in farming with respect
to a farming operation if:

(1) The person independently and
separately makes a significant
contribution to a farming operation of:

(i) Capital, equipment, or land, or a
combination of capital, equipment, or
land and

(ii) Active personal labor or active
personal management, or a combination
of active personal labor and active
personal management;

(2) Has a share of the profits or losses
from the farming operation
commensurate with the person’s or legal
entity’s contributions to the operation;
and

(3) Makes contributions to the farming
operation that are at risk for a loss, with
the level of risk being commensurate
with the person’s or legal entity’s
claimed share of the farming operation.

(b) If one spouse, or an estate of a
deceased spouse, is determined to be
actively engaged in farming as specified
in paragraph (a) of this section, the other
spouse is considered to have made a
significant contribution, as specified in
paragraph (a)(1)(ii) of this section, only
to the same farming operation.

(c) If a farming operation is conducted
by a person, and the capital, land, or
equipment is contributed by the person,
such capital, land, or equipment:

(1) Must be contributed directly by
the person and must not be acquired as
a result of a loan made to, guaranteed,
co-signed, or secured by:
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(i) Any other person, joint operation,
or legal entity that has an interest in
such farming operation;

(ii) Such person, joint operation, or
legal entity by any other person, joint
operation, or legal entity that has an
interest in such farming operation or

(iii) Any other person, joint operation,
or legal entity in whose farming
operation such person, joint operation,
or legal entity has an interest; and

(2) If acquired as a loan made to,
guaranteed, co-signed, or secured by the
persons, joint operations, or legal
entities, the loan must:

(i) Bear the prevailing interest rate
and

(ii) Have a repayment schedule
considered reasonable and customary
for the area.

§1400.203 Joint operations.

(a) A member of a joint operation will
be considered to be actively engaged in
farming with respect to a farming
operation if the member:

(1) Makes a significant contribution
of:

(i) Capital, equipment, or land or a
combination of capital, equipment, or
land and

(ii) Active personal labor or active
personal management, or a combination
of active personal labor and active
personal management, and that are:

(A) Performed on a regular basis,

(B) Identifiable and documentable,
and

(C) Separate and distinct from such
contributions of any other member of
the farming operation;

(2) Has a share of the profits or losses
from the farming operation
commensurate with the member’s
contributions to the operation; and

(3) Makes contributions to the farming
operation that are at risk for a loss, with
the level of risk being commensurate
with the member’s claimed share of the
farming operation.

(b) For a farming operation conducted
by a joint operation in which the
capital, land, or equipment is
contributed by such joint operation,
such capital, land, or equipment:

(1) Must be contributed directly by
the joint operation and must not be
acquired as a loan made to, guaranteed,
co-signed, or secured by:

(i) Any person, legal entity, or other
joint operation that has an interest in
such farming operation, including either
joint operation’s members;

(ii) Such joint operation by any
person, legal entity, or other joint
operation that has an interest in such
farming operation; or

(iii) Any person, legal entity, or other
joint operation in whose farming

operation such joint operation has an
interest, and

(2) If acquired as a result of a loan
made to, guaranteed, co-signed, or
secured by the persons, legal entities, or
joint operations with an interest in the
operation as defined, the loan must:

(i) Bear the prevailing interest rate
and

(ii) Have a repayment schedule
considered reasonable and customary
for the area.

(c) If a joint operation separately
makes a significant contribution of
capital, equipment, or land, or a
combination of capital, equipment, or
land, and the joint operation meets the
provisions of § 1400.201(b)(2) and (b)(3),
the members of the joint operation who
make a significant contribution of active
personal labor, active personal
management, or a combination of active
personal labor and active personal
management to the farming operation as
specified in paragraph (a)(1)(ii) of this
section will be considered to be actively
engaged in farming with respect to such
farming operation.

§1400.204 Limited partnerships, limited
liability partnerships, limited liability
companies, corporations, and other similar
legal entities.

(a) A limited partnership, limited
liability partnership, limited liability
company, corporation, or other similar
legal entity will be considered to be
actively engaged in farming with respect
to a farming operation if:

(1) The legal entity independently and
separately makes a significant
contribution to the farming operation of
capital, equipment, or land, or a
combination of capital, equipment, or
land;

(2) Each partner, stockholder, or
member with an ownership interest
makes a contribution, whether
compensated or not compensated, of
active personal labor, active personal
management, or a combination of active
personal labor and active personal
management to the farming operation;
that are:

(i) Performed on a regular basis;

(ii) Identifiable and documentable;
and

(iii) Separate and distinct from such
contributions of any other partner,
stockholder or member of the farming
operation;

(3) The contribution of the partners,
stockholders and members is significant
and commensurate;

(4) The legal entity has a share of the
profits or losses from the farming
operation commensurate with the legal
entity’s contributions to the operation;
and

(5) The legal entity makes
contributions to the farming operation
that are at risk for a loss, with the level
of risk being commensurate with the
legal entity’s claimed share of the
farming operation.

(b) If any partner, stockholder, or
member fails to meet the requirements
in paragraph (a)(2) of this section, any
program payment and benefit subject to
this subpart provided to the legal entity
will be reduced by an amount
commensurate with the ownership
share held by that partner, stockholder,
or member in the legal entity.

(c) For a farming operation conducted
by a legal entity in which the capital,
land, or equipment is contributed by the
legal entity, such capital, land, or
equipment:

(1) Must be contributed directly by
the legal entity and must not be
acquired as a loan made to, guaranteed,
co-signed, or secured by:

(i) Any person, legal entity, or joint
operation that has an interest in such
farming operation, including the legal
entity’s members;

(ii) Such joint operation by any
person, legal entity, or other joint
operation that has an interest in such
farming operation; or

(iii) Any person, legal entity, or joint
operation in whose farming operation
such legal entity has an interest, and

(2) If acquired as a result of a loan
made to, guaranteed, co-signed, or
secured by the persons, legal entities, or
joint operations as defined, the loan
must:

(i) Bear the prevailing interest rate
and

(ii) Have a repayment schedule
considered reasonable and customary
for the area.

§1400.205 Trusts.

A trust will be considered to be
actively engaged in farming with respect
to a farming operation if:

(a) The trust independently and
separately makes a significant
contribution to the farming operation of
capital, equipment, or land, or a
combination of capital, equipment, or
land;

(b) The income beneficiaries
collectively make a significant
contribution of active personal labor or
active personal management, or a
combination of active personal labor
and active personal management to the
farming operation. The combined
interest of all the income beneficiaries
providing active personal labor or active
personal management, or a combination
of active personal labor and active
personal management, must be at least
50 percent;
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(c) The trust has a share of the profits
or losses from the farming operation
commensurate with the legal entity’s
contributions to the operation;

(d) The trust makes contributions to
the farming operation that are at risk for
a loss, with the level of risk being
commensurate with the legal entity’s
claimed share of the farming operation;

(e) The trust has provided a tax
identification number of the trust unless
the trust is a revocable trust and the
grantor is the sole income beneficiary;
and

(f) The trust has provided a copy of
the trust agreement to the county
committee unless the trust is a revocable
trust.

§1400.206 Estates.

(a) For 2 program years after the
program year in which a person dies,
the person’s estate will be considered to
be actively engaged in farming if:

(1) The estate, as a legal entity, makes
a significant contribution of either:

(i) Capital, equipment, or land or

(ii) A combination of capital,
equipment, or land; and

(2) The personal representative or
heirs of the estate collectively make a
significant contribution of either:

(i) Active personal labor or active
personal management or

(ii) The combination of active
personal labor and active personal
management; and

(3) The estate has a share of the profits
or losses from the farming operation
commensurate with the legal entity’s
contributions to the operation;

(4) The estate makes contributions to
the farming operation that are at risk for
a loss, with the level of risk being
commensurate with the legal entity’s
claimed share of the farming operation;
and

(5) The representative of the estate has
provided a tax identification number for
the estate and a copy of a court order,
will, or other legal document that
identifies the heir(s) and tax
identification number(s) of the heir(s).

(b) After the period set forth in
paragraph (a) of this section, the
deceased person’s estate will not be
considered to be actively engaged in
farming unless, on a case by case basis,
the Deputy Administrator determines,
for the purpose of obtaining program
payments, that the estate has not been
settled.

§1400.207 Landowners.

(a) A person or legal entity that is a
landowner, including landowners with
an undivided interest in land, making a
significant contribution of owned land
to the farming operation, will be

considered to be actively engaged in
farming with respect to such owned
land, if the landowner:

(1) Receives rent or income for such
use of the land based on the land’s
production or the operation’s operating
results;

(2) Has a share of the profits or losses
from the farming operation
commensurate with the landowner’s
contributions to the operation; and

(3) Makes contributions to the farming
operation that are at risk for a loss, with
the level of risk being commensurate
with the landowner’s claimed share of
the farming operation.

(b) A landowner also includes a
member of a joint operation if the joint
operation holds title to land in the name
of the joint operation and if the joint
operation or its members submit
adequate documentation to determine
that, upon dissolution of the joint
operation, the title to the land owned by
the joint operation will revert to such
member of such joint operation.

§1400.208 Family members.

(a) Notwithstanding the provisions of
§§1400.201 through 1400.206, with
respect to a farming operation
conducted by persons, a majority of
whom are family members, an adult
family member who makes a significant
contribution of active personal labor,
active personal management, or a
combination of active personal labor
and active personal management will be
considered to be actively engaged in
farming if the adult family member
meets the provisions in paragraph (b) of
this section.

(b) An adult family member who
elects to be considered actively engaged
in farming under this section must:

(1) Have a share of the profits or
losses from the farming operation
commensurate with such person’s
contributions to the operation and

(2) Make contributions to the farming
operation that are at risk for a loss, with
the level of risk being commensurate
with such person’s claimed share of the
farming operation.

§1400.209 Sharecroppers.

(a) Notwithstanding the provisions of
§§1400.201 through 1400.206 of this
part, with respect to a person who is a
sharecropper, such person will be
considered to be actively engaged in
farming if the sharecropper meets the
provisions of paragraph (b) of this
section.

(b) A sharecropper who elects to be
considered actively engaged in farming
under this section must:

(1) Make a significant contribution of
active personal labor to the farming
operation;

(2) Have a share of the profits or
losses from the farming operation
commensurate with such person’s
contribution to the operation; and

(3) Make a contribution to the farming
operation that is at risk for a loss, with
the level of risk being commensurate
with such person’s claimed share of the
farming operation.

§1400.210 Deceased and incapacitated
persons.

If the person dies or is incapacitated
before a determination is made that the
person is “actively engaged in farming,”
the representative of the deceased
person’s estate or the incapacitated
person, or other person if necessary,
must provide the determining authority
information to verify that such person
did make a conscious effort to and
would have been determined to be
actively engaged in farming if not for the
person’s death or incapacitation. If the
person dies or is incapacitated after
being determined to be “actively
engaged in farming,” the determining
authority will allow such determination
to be in effect for that program year or
fiscal year, as applicable. However, the
following year such person or the
person’s estate must meet all necessary
requirements in order to be determined
to be ““actively engaged in farming” for
that year.

§1400.211 Persons and legal entities not
considered to be actively engaged in
farming.

Any person or legal entity that does
not satisfy all of the applicable
provisions of §§ 1400.201 through
1400.210 and a landowner who rents
land to a farming operation for cash or
a crop share guaranteed as to the
amount of the commodity will not be
considered to be actively engaged in
farming with respect to the farming
operation.

§1400.212 Growers of hybrid seed.

The existence of a hybrid seed
contract for a person or legal entity will
not be taken into account when making
an actively engaged in farming
determination with respect to such
person or legal entity. However, such
person or legal entity must satisfy all
other applicable provisions of this part.

§1400.213 Military personnel.

If a person is called to active duty in
the military before a determination is
made that the person is actively engaged
in farming, the person may be
considered to be actively engaged in
farming if the determining authority
determines that such person did make a
conscious effort to, and would have
been determined to be, actively engaged
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in farming if the person would not have
been called to active duty. If the person
is called to active duty after being
determined to be actively engaged in
farming, such determination will remain
in effect for the program year.

Subpart D—Cash Rent Tenants

§1400.301 Eligibility.

(a) Any tenant that is actively engaged
in farming in accordance with the
provisions of subpart C and conducts a
farming operation in which the tenant
rents the land for cash, for a crop share
guaranteed as to the amount of the
commodity, or by any arrangement in
which the tenant does not compensate
the landlord by cash or a crop share,
and receives benefits, with respect to
such land under a program specified in
§1400.1(a)(1) and (2) will not be eligible
to receive any payment with respect to
such cash-rented land unless the tenant
independently makes a significant
contribution to the farming operation of:

(1) Active personal labor or

(2) Significant contributions of both
active personal management and
equipment.

(b) If the equipment is leased by the
tenant from:

(1) The landlord, then the lease must
reflect the fair market value of the
equipment leased with a payment
schedule considered reasonable and
customary for the area or

(2) The same person or legal entity
that is providing hired labor to the
farming operation, then the contracts for
the lease of the equipment and for the
hired labor must be two separate
contracts.

(c) If the equipment is leased by the
tenant from the landlord, or from the
same person or legal entity that is
providing hired labor to the farming
operation, then the tenant must exercise
complete control over the leased
equipment during the entire current
crop year. Complete control is defined
as exclusive access and use by the
tenant.

(d) If the cash rent tenant is a joint
operation, then each member must make
a significant contribution of active
personal labor or active personal
management as specified in
§1400.203(a)(1)(ii) to be considered
eligible for the member’s share of the
program payments received by the joint
operation on the cash rented land.

(e) If the cash rent tenant is a legal
entity, then a significant contribution of
active personal labor or active personal
management must be made to the legal
entity as specified in § 1400.204(a)(2) for
the legal entity to be considered eligible

for the program payments on the cash
rented land.

Subpart E—Foreign Persons

§1400.401 Eligibility.

(a) Any person who is not a citizen of
the United States or a lawful alien will
be ineligible to receive payments, loans,
and benefits, with respect to any
commodity produced, or land set aside
from production, on a farm that is
owned or operated by such person
unless such person is providing land,
capital, and a substantial amount of
active personal labor on such farm.

(b)(1) A corporation or other legal
entity will be ineligible to receive
payments, loans, and benefits if more
than 10 percent of the ownership of the
legal entity is held by persons who are
not citizens of the United States or
lawful aliens unless each foreign person
who is a stockholder or other type of
member provides a substantial amount
of active personal labor in the
production of crops on a farm owned or
operated by such a legal entity.
However, upon the written request of
the legal entity, the Deputy
Administrator may make payments in
an amount determined by the Deputy
Administrator to be representative of the
percentage interest of the legal entity
that is owned by citizens of the United
States and lawful aliens or foreign
stockholders or other type of member
who provide a significant contribution
of active personal labor in the
production of crops on a farm owned or
operated by such legal entity.

(2) In determining whether more than
10 percent of the ownership of a legal
entity is held by persons who are not
citizens of the United States or by
lawful aliens, the ownership interest
will be the higher of the amount of such
interest on:

(i) The date the applicable program
contract or agreement is executed by the
legal entity or

(ii) Any other date prior to the final
harvest date that is determined and
announced by the Deputy Administrator
to be normal in the area for the
applicable program crop.

(3) A corporation or other legal entity
must inform the county committee of
any increase in such ownership that
occurs after the applicable program
contract or agreement is executed.

(4) In the event of an increase in such
ownership after a payment, loan, or
benefit has been made, the legal entity
will refund such payment, loan, or
benefit.

(5) Where there is only one class of
stock or other similar unit of ownership,
a person’s or legal entity’s percentage

share of the limited partnership,
corporation, or other similar legal entity
will be based upon the outstanding
shares of stock or other similar unit of
ownership held by the person or legal
entity as compared to the total
outstanding shares of stock or other
similar unit of ownership. If the limited
partnership, corporation, or other
similar legal entity has more than one
class of stock or other unit of
ownership, the percentage share of the
limited partnership, corporation or
other similar legal entity owned by a
person or legal entity will be
determined by the Deputy
Administrator on the basis of market
quotations. If market quotations are
unavailable or so infrequent that they do
not represent fair market value, such
percentage share will be determined by
the Deputy Administrator on the basis
of all relevant factors affecting the fair
market value of such stock or other unit
of ownership, including the various
rights and privileges that are attributed
to each such class.

(c) A citizen of the United States,
lawful alien, or legal entity that is not
subject to this part who is in lawful
possession, through a lease or
otherwise, of a farm owned by a person
or legal entity who is subject to this part
may receive a payment, loan, and
benefit without regard to this part.

§1400.402 Notification.

(a) Any legal entity, whether foreign
or domestic, that executes a program
contract or agreement under which a
payment, loan, or benefit may be
available must provide written
notification to the county committee in
the county where the legal entity
conducts its farming operation if:

(1) Any person, group of persons,
legal entity, or group of legal entities
holds more than a 10 percent interest in
such legal entity; and

(2) Such person, group of persons,
legal entity, or group of legal entities, in
accordance with §1400.401, are
ineligible to receive a payment, loan, or
benefit.

(b) Such written notification must
include the name and social security
number or taxpayer identification
number of such a person or legal entity,
if known, and of all persons and legal
entities that hold an interest in the legal
entity.

(c) The failure of the legal entity to
provide this information will result in
the ineligibility of the legal entity to
receive any payment, loan, or benefit.
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Subpart F—Average Adjusted Gross
Income Limitation

§1400.500 Applicability.

(a) For the 2009 through 2012 crop,
program, or fiscal years, a person or
legal entity, other than a joint venture or
general partnership, will not be eligible
to receive, directly or indirectly, certain
program payments or benefits described
in §1400.1 if the average adjusted gross
income of the person or legal entity
exceeds the amounts in paragraphs (b)
through (d) of this section for the 3
taxable years preceding the most
immediately preceding complete taxable
year, as determined by the Deputy
Administrator.

(b) For 2009 through 2012 commodity
programs set forth in § 1400.1, a person
or legal entity with an average adjusted
gross nonfarm income as defined in
§1400.3 that exceeds $500,000 will not
be eligible to receive program payments
or benefits as identified in § 1400.1.

(c) For 2009 through 2012 commodity
programs set forth in § 1400.1, a person
or legal entity that has an average
adjusted gross farm income as defined
in § 1400.3 that exceeds $750,000 will
not be eligible to receive a direct
payment and other payments made
applicable by statute or regulation.

(d) For 2009 through 2012
conservation programs set forth in
§ 1400.1, a person or legal entity that
has an average adjusted gross nonfarm
income as defined in § 1400.3 that
exceeds $1,000,000 will not be eligible
to receive payments or benefits under
conservation and related programs, and
other programs made applicable by
statute or regulation, unless:

(1) Not less than 66.66 percent of the
of the average adjusted gross income of
the person or legal entity is average
adjusted gross farm income or

(2) This limitation may be waived on
a case-by-case basis by the
Administrator or NRCS Chief for the
protection of environmentally sensitive
land of special significance. Such a
written waiver request must document
that land within or adjacent to the
producer’s agricultural operation
contains critical resources such as, but
not limited to, threatened, endangered,
or at-risk species; historical or cultural
resources; unique wetlands; or critical
groundwater recharge areas. In addition,
the waiver request must either:

(i) Show that use of conservation
program funding by an individual
producer is critical to the success of a
project that benefits multiple producers
in a community, watershed, or other
geographic area or

(ii) Achieve enduring conservation
treatment through use of a long-term

agreement that is greater than 15 years
in duration or through use of a deed
restriction on the land.

(e) Determinations made under this
subpart with regard to conservation
programs will be based on the year for
which the conservation program
contract or agreement is approved and
the determination will apply for the
entire term of the subject agreement or
contract.

(f) Vendors that receive payment for
technical services provided in
conjunction with programs made
subject to this subpart by regulation or
statute, but who are not beneficiaries of
the program, are not subject to this
subpart for services that are of the type
that are also performed by the Federal
Government in connection with such
programs.

(g) Payments to an escrow agent, or
other legal entity of similar capacity in
which the recipient is maintaining
temporary custody of the funds for
eventual disbursement to an eligible
program participant, are not subject to
this subpart so long as the party
ultimately receiving the payment is
eligible under this subpart.

(h) Payments to States, counties,
political subdivisions and agencies
thereof, and Indian tribes as defined in
§1400.3 are not subject to this subpart.

§1400.501 Determination of average
adjusted gross income.

(a) Except as otherwise provided in
this subpart, average adjusted gross farm
income of a person or legal entity
includes income or benefits derived
from or related to the following:

(1) Production of crops, specialty
crops, and unfinished raw forestry
products;

(2) The production of livestock,
including but not limited to, cattle, elk,
reindeer, bison, horses, deer, sheep,
goats, swine, poultry, fish and other
aquaculture products used for food,
honeybees, and products produced by,
or derived from, livestock;

(3) The production of farm-based
renewable energy;

(4) The sale, including the sale of
easements and development rights, of
farm, ranch, forestry land, water or
hunting rights, or environmental
benefits;

(5) The rental or lease of land or
equipment, used for farming, ranching,
or forestry operations, including water
or hunting rights;

(6) The processing, packing, storing,
shedding, and transporting of farm,
ranch, and forestry commodities,
including renewable energy;

(7) The feeding, rearing, or finishing
of livestock;

(8) The sale of land that has been used
for agriculture;

(9) Any payment or benefit, including
benefits from risk management
practices, crop insurance indemnities,
and catastrophic risk protection plans;

(10) Payments and benefits authorized
under any program made applicable to
this subpart by statute or regulation;

(11) Any other activity related to
farming, ranching, or forestry, as
determined by the Deputy
Administrator; and,

(12) Any income reported on the
Schedule F or other schedule used by
the person or legal entity to report
income from farming, ranching, or
forestry operations to the Internal
Revenue Service.

(b) For the specific purpose of
determining the average adjusted gross
farm income under § 1400.500(d)(1),
and in addition to § 1400.501(a), the
average adjusted gross farm income of a
person or legal entity includes income
or benefits derived from the following:

(1) The sale of equipment to conduct
farm, ranch, or forestry operations and

(2) The provision of production
inputs and services to farmers, ranchers,
foresters, and farm operations.

(c) Except as otherwise provided in
this subpart, adjusted gross income
means:

(1) For a person filing a separate tax
return, the amount reported as
“adjusted gross income” on the final
federal income tax return for the person
for the applicable tax year;

(2) For a person filing a joint tax
return, the amount reported as
“adjusted gross income” on the final
federal income tax return for the
applicable tax year unless a certified
statement is provided by a certified
public accountant or attorney specifying
the manner in which such income
would have been declared and reported
if the persons had filed two separate
returns and that this calculation is
consistent with the information
supporting the filed joint return;

(3) For a corporation, including a
subchapter S corporation, the total
reported ‘“‘taxable income” as reported
to the Internal Revenue Service plus the
amount of the charitable contributions
as reported on the final federal income
tax return for the applicable tax year;

(4) For a tax exempt legal entity, the
“unrelated business taxable income” of
the legal entity as reported to the
Internal Revenue Service on the final
federal income tax return, less any other
income CCC determines to be from non-
commercial activities;

(5) For a limited liability company,
limited partnership, limited liability
partnership, or similar type of
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organization, the income from trade or
business activities plus the amount of
guaranteed payments to the members as
reported to the Internal Revenue Service
on the final federal income tax return
for the applicable tax year; and

(6) For an estate or trust, the adjusted
total income plus charitable deductions
as reported to the Internal Revenue
Service on the final federal income tax
return for the applicable tax year, or the
amount of net increase in the estate’s or
trust’s value resulting from its business
or investment interests.

(d) For purposes of applying this
subpart and calculating the 3-year
average referenced in § 1400.500, that
average will be for the adjusted gross
income for the 3 taxable years preceding
the most immediately preceding
complete taxable year, as determined by
CCC. For a legal entity that is not
required to file a federal income tax
return, or a person or legal entity that
did not have taxable income in one or
more tax years, the average will be the
adjusted gross income, including losses,
averaged for the 3 taxable years
preceding the most immediately
preceding complete taxable year, as
determined by CCC. A new legal entity
will have its adjusted gross income
averaged only for those years of the base
period for which it was in business;
however, a new legal entity will not be
considered “new” to the extent it takes
over an existing operation and has any
elements of common ownership or
interests with the preceding legal entity,
or with persons or legal entities with an
interest in the “old” legal entity. When
there is such commonality, income of
the “old” legal entity will be averaged
with that of the “new’” legal entity for
the base period.

§1400.502 Compliance and enforcement.

(a) To comply with the average
adjusted gross income limitation, a
person or legal entity, including all
interest holders in a legal entity, general
partnership, or joint venture, must
provide annually the following as
required by CCC:

(1) A certification in the manner
prescribed by CCC from a certified
public accountant or attorney that the
average adjusted gross income of the
person or legal entity does not exceed
the applicable limitation;

(2) A certification from the person or
legal entity that the average adjusted
gross income of the person or legal
entity does not exceed the applicable
adjusted gross income limitations;

(3) The relevant Internal Revenue
Service documents and supporting
financial data as requested by CCC.
Supporting financial data may include

State income tax returns, financial
statements, balance sheets, reports
prepared for or provided to another
Government agency, information
prepared for a private lender, and other
credible information relating to the
amount and source of the person’s or
legal entity’s income; or

(4) Authorization for CCC to obtain
tax data from the Internal Revenue
Service for purposes of verification of
compliance with this subpart.

(b)(1) All persons and legal entities
are subject to an audit by FSA of any
information submitted in accordance
with this subpart. As a part of this audit,
income tax returns may be requested,
and if requested, must be supplied by
all related persons and legal entities.

(2) In addition to any other
requirement under any Federal statute,
relevant Federal income tax returns and
documentation must be retained a
minimum of two years after the end of
the calendar year corresponding to the
year for which payments or benefits are
requested.

(c) Failure to provide necessary and
accurate information to verify
compliance, or failure to comply with
this subpart’s requirements, will result
in ineligibility for all program benefits
subject to this subpart for the year or
years subject to the request.

§1400.503 Commensurate reduction.

(a) Any program payment or benefit
subject to this subpart provided to a
legal entity, general partnership, or joint
venture will be reduced by an amount
commensurate with the direct and
indirect ownership interest in the legal
entity, general partnership, or joint
venture of each person or legal entity
determined to have an average adjusted
gross income in excess of the applicable
limitation under the standards provided
elsewhere in this subpart for the direct
recipient of such payments.

(b) Ownership interest in a legal
entity will be reviewed to the fourth
level of ownership, as specified in
§1400.105, to determine whether a
commensurate reduction is applicable
and the extent of such reduction. If an
ownership interest is not held by a
person in the fourth level of ownership
in a legal entity, no payment or benefit
will be made with respect to such
interest.

Signed in Washington, DC, on December
19, 2008.

Glen L. Keppy,

Acting Executive Vice President, Commodity
Credit Corporation.

[FR Doc. E8-30764 Filed 12-23-08; 11:15
am]

BILLING CODE 3410-05-P

DEPARTMENT OF AGRICULTURE

Commodity Credit Corporation

7 CFR Part 1412
RIN 0560-AH84

Direct and Counter-Cyclical Program
and Average Crop Revenue Election
Program

AGENCY: Commodity Credit Corporation,
Agriculture.

ACTION: Final rule.

SUMMARY: This rule implements the
provisions of the Food, Conservation,
and Energy Act of 2008 (the 2008 Farm
Bill) regarding the direct and counter-
cyclical payment program (DCP) for the
2008 through 2012 crop years as well as
Average Crop Revenue Election (ACRE)
program payments for the 2009 through
2012 crop years. The 2008 Farm Bill
further authorizes payments, with some
changes, that were previously
authorized under the Farm Security and
Rural Investment Act of 2002 (the 2002
Farm Bill) regarding direct and counter-
cyclical payments for the crop years
2002 through 2007. The payments
provide income support to producers of
eligible commodities and are based on
historically-based acreage and yields
and do not depend on the current
production choices of the farmer. In
general, the 2008 Farm Bill provides
payments to eligible producers of
covered commodities and peanuts and
beginning in 2009, pulse crops as well.
Additionally, the 2008 Farm Bill
provides for the establishment of a yield
for each farm for any designated oilseed
or eligible pulse crop for which a
payment yield was not established
under the 2002 Farm Bill.

DATES: Effective Date: December 23,
2008.

FOR FURTHER INFORMATION CONTACT:
Salomon Ramirez, Director, Production,
Emergencies and Compliance Division,
United States Department of Agriculture
(USDA), Stop 0517, 1400 Independence
Ave, SW., Washington, DC 20250-0517;
phone: (202) 720-7641; e-mail:
Salomon.Ramirez@wdc.usda.gov.
Persons with disabilities who require
alternative means for communication
(Braille, large print, audio tape, etc.)
should contact the USDA Target Center
at (202) 720-2600 (voice and TDD).

SUPPLEMENTARY INFORMATION:
Direct and Counter-Cyclical Program

and Average Crop Revenue Election
Program

For crop years 2002 through 2007,
pursuant to the 2002 Farm Bill (Pub. L.
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107-171), wheat, corn, barley, grain
sorghum, oats, upland cotton and rice,
(the same crops that were previously
eligible for fixed annual Production
Flexibility Contract (PFC) payments for
producers under prior law) oilseed
crops, including soybeans, sunflower
seed, rapeseed, canola, safflower,
flaxseed, mustard seed, crambe, sesame
seed, and peanuts were crops eligible
for a fixed direct payment. (PFC
payments were based on historical
yields and acreage. Direct payments
were received whether or not a crop was
planted, and did not depend on what
crop was planted, (except for fruit and
vegetable restrictions)). The 2008 Farm
Bill further authorizes these types of
direct payments for the 2008 through
2012 crop years, with some changes,
and adds pulse crops beginning with the
2009 crop year. Counter-cyclical
payments (counter-cyclical payments
are similar to the deficiency payments
authorized under the earlier Acreage
Reduction Program (ARP), which
mandated strict acreage limitations and
mandatory acreage idling or set-aside
requirements) were authorized for the
2002 through 2007 crop years pursuant
to the 2002 Farm Bill for these same
crops. Under the 2008 Farm Bill,
peanuts continue to be eligible for direct
and counter-cyclical payments, and
continue to have slightly different
statutory requirements than for other
crops.

Base Acres and Payment Yields

Section 1001 of the 2008 Farm Bill
provides that the base acres and yields
established by the 2002 Farm Bill that
were effective September 30, 2007, will
constitute the base acres and yields for
the 2008 through 2012 crop years. The
2008 Farm Bill, however, requires
adjustments to base acres for various
reasons including, but not limited to,
land no longer being devoted to
agricultural uses. In addition to changes
required by the 2008 Farm Bill, this rule
provides that for the 2009 and
subsequent crop years, crop acreage
bases will be terminated with respect to
land owned by Federal agencies. A
transition provision is provided with
respect to Federal land that was subject
to a lease agreement entered into prior
to the effective date of this rule. In such
cases, the termination of the crop
acreage bases will become effective
when the lease expires.

As to payment yields, the 2008 Farm
Bill requires that the payment yield for
direct and counter cyclical payments
under the 2002 Farm Bill, as in effect on
September 30, 2007, be used. Section
1102 of the 2008 Farm Bill further
requires the Secretary to establish a

payment yield for direct and counter-
cyclical payments for each farm for any
designated oilseed or eligible pulse crop
for which a payment yield was not
established under the 2002 Farm Bill.
This will involve a determination of an
average yield per planted acre
(designated oilseeds or pulse crop) on a
farm for the 1998 through 2001 crop
years, excluding any crop year in which
the acreage planted was zero. An
adjustment to the payment yield will
equal the product of the average yield
and the ratio resulting from dividing the
national average yield for the 1981
through 1985 crops by the national
average yield for the 1998 through 2001
crops. If the yield for a farm for any of
the 1998 through 2001 crop years was
less than 75 percent of the county yield
for that designated oilseed or pulse
crop, then the Secretary will assign a
yield equal to 75 percent of the county
yield to determine the average.

As with the 2002 Farm Bill, the 2008
Farm Bill specifies certain requirements
to which the participant must agree to
be eligible for direct and counter-
cyclical payments. One such
requirement is to effectively control
noxious weeds and otherwise maintain
the land in accordance with sound
agricultural practices.

Sections 1101 and 1302 of the 2008
Farm Bill directed that base acres for
covered commodities and peanuts
would be reduced for land that has been
subdivided and developed for multiple
residential units or other non-farming
uses if the size of the tracts and the
density of the subdivision is such that
the land is unlikely to return to the
previous agricultural use, unless the
producers on the farm demonstrate that
the land remains devoted to commercial
agricultural production or is likely to be
returned to the previous agricultural
use. Accordingly, these regulations
detail the procedures under which land
will be considered subdivided and
developed for multiple residential units
or other non-farming uses, whether such
land remains devoted to commercial
agricultural production, and whether
such land is likely to be returned to the
previous agricultural use.

Additionally, beginning with the 2009
crop year, except for farm owners who
are socially disadvantaged or limited
resource farmers, section 1101 of the
2008 Farm Bill, as amended by Public
Law 110-398, specifically precludes
issuance of payments to producers on
farms that have 10 or less total base
acres of covered commodities or
peanuts.

Section 1107 of the 2008 Farm Bill
authorizes the Secretary to carry out a
pilot project to permit the planting of

cucumbers, green peas, lima beans,
pumpkins, snap beans, sweet corn, and
tomatoes grown for processing on base
acres in certain States during each of the
2009 through 2012 crop years. The
number of base acres eligible during
each crop year for the pilot project will
be: 9,000 acres in Illinois, 9,000 acres in
Indiana, 1,000 acres in Iowa, 9,000 acres
in Michigan, 34,000 acres in Minnesota,
4,000 acres in Ohio, and 9,000 acres in
Wisconsin. Contract and managerial
requirements for this pilot project will
be outlined in the regulations.
Generally, to be eligible for selection to
participate in the pilot project, the
producers on a farm must demonstrate
to the Secretary that they have entered
into a contract to produce a crop of one
of the specified commodities for
processing and that they agree to
produce the crop as part of a program
of crop rotation on the farm to achieve
agronomic and pest and disease
management benefits. The base acres on
a farm for a crop year will be reduced
by an acre for each acre planted under
the pilot program. Implementation of
this program will commence with the
2009 crop year.

Additionally, subject to subsections
(b) and (c) of section 1108 of the 2008
Farm Bill, for the purposes of
determining the amount of the counter-
cyclical payments to be paid to the
producers on a farm for long grain rice
and medium grain rice under section
1104 of the 2008 Farm Bill, base acres
on the farm will be apportioned based
on the percentage of acreage planted in
the applicable State to long grain rice
and medium grain rice during the 2003
through 2006 crop years. Section 1108
requires that the Secretary use the same
total base acres, payment acres, and
payment yields established with respect
to rice under sections 1101 and 1102.
Although the provisions of the 2008
Farm Bill are effective with the 2008
crop year, the election and
apportionment cannot be performed
before the 2009 crop year. We do not
anticipate this being a problem,
however, as counter-cyclical payments
are not anticipated for rice in 2008. In
the event that changes due to some
circumstance, measures will be taken to
implement the effectiveness of the
change earlier.

In response to concerns regarding the
sharing of contract payments and
various forms of cash and share leases
(such as traditional cash leases,
traditional share leases, and
combination or flex leases that have
features of both traditional cash and
traditional share leases), these
regulations will clarify for the purpose
of determining payments under these
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regulations only, that for the 2009
through 2012 crop years, combination or
“flex”’ leases will be viewed as cash
leases. A combination or “flex” lease is
one that provides for the greater of a
determinable amount or determinable
share of a crop or crop proceeds. For
2008, these leases are deemed to be
share leases. For 2009, these leases are
deemed cash leases.

ACRE

As an alternative to receiving counter-
cyclical payments, section 1105 of the
2008 Farm Bill provides that ACRE is a
farm program option for all covered
commodities and peanuts that is
available during each of the 2009, 2010,
2011, and 2012 crop years. A key feature
of ACRE is to provide revenue
protection based on several factors such
as recent market prices as well as actual
production and revenue of the covered
commodity or peanuts at the farm and
State levels. Unlike counter-cyclical
payments, ACRE payments are not
solely determined based on comparing
national average prices to loan rates or
other predetermined rates. When certain
program standards are met, payments
are based on the crop’s actual planted
acres and actual yield instead of
historical yields and crop base acres,
except when the crop’s actual planted
acres exceed the total base acreage on
the farm.

Producers will give up a fixed amount
of revenue, 20 percent of their direct
payment, in exchange for a possible
ACRE payment in a year when gross
revenue is low, at which time payments
could be greater than counter-cyclical
payments. ACRE provides participating
producers a revenue guarantee each year
based on market prices and average
yields for the respective commodities.
The guarantee is based on State-level
yields and national market prices, but
payments are dependent upon State-
and farm-level yields and national
market prices. ACRE’s policy objective
is to assist farmers with managing the
systemic risk of a decline in revenue of
a crop over a short period of years.

However, once made on a farm, the
election of ACRE is irrevocable, and the
farm will remain in ACRE from the crop
year in which participation was initially
elected through the duration of the 2012
crop year. The election applies to all
covered commodities and peanuts
grown on the farm. If ACRE is not
elected by all producers on the farm or
if an ACRE election is not made,
program participation defaults to the
traditional DCP (provided DCP signup
requirements are met).

Enrollment in an ACRE contract is a
two-step process and first requires

producers on a farm to elect the ACRE
option. Election does not automatically
enroll the producers or the farm,
however. Following the irrevocable
election, the producers will have the
option to choose whether or not to
participate in the annual ACRE contract.
For producers on farms that have
elected and enrolled in ACRE, direct
payments will be reduced by 20 percent
such that they equal 80 percent of direct
payments under the traditional direct
payment program and marketing
assistance loan rates will be reduced by
30 percent such that the loan rates will
be equal to 70 percent of marketing loan
rates.
ACRE payments equal the lesser of
either:
ACRE state revenue guarantee minus state
actual revenue
or
25% of ACRE state revenue guarantee
times
83.3 percent of the farm’s acres planted to
the covered commodity or peanuts (85
percent for the 2012 crop)
times
the farm’s Olympic average yield (removes
high and low yield) for the most recent 5
years divided by the State’s ACRE bench-
mark yield.

The ACRE state revenue guarantee for
a crop for a crop year equals the ACRE
benchmark state yield per planted acre
times ACRE price guarantee times 90
percent. The benchmark yield is
Olympic average of state’s yields for 5
most recent crop years. The price
guarantee is the simple average of U.S.
market year price for 2 most recent crop
years. For example, for the purpose of
establishing the guarantee for the 2009
crop year, the 2 most recent crop years
are 2007 and 2008. For 2010 through
2012, the revenue guarantee cannot
increase or decrease more than 10
percent from the guarantee for the
previous crop year. The increase or
decrease in the state revenue guarantee
for a covered commodity or peanuts will
be applicable to all ACRE program
participants in a State, regardless of the
year the participant first elected ACRE
or enrolled. Separate state revenue
guarantees are established for irrigated
and non-irrigated land if a state’s
planted acres of a covered commodity or
peanuts are at least 25 percent irrigated
and at least 25 percent non-irrigated.

ACRE actual state revenue for a crop
for a crop year equals state yield per
planted acre times the national average
market price (which equals higher of
U.S. average cash price for the crop year
or 70 percent of the crop’s marketing
assistance loan rate). While the statutory
provisions regarding state revenue are
not crystal clear, interpretation of the

statute would not provide a reasonable
result consistent with the nature of the
statute unless it were read to lead to, in
effect, a per acre amount.

The total number of planted acres that
receive an ACRE payment cannot
exceed a farm’s total base acres for all
covered commodities and peanuts on
the farm. If a farm’s total planted acres
exceed the farm’s total base acres, the
farmer may choose which planted acres
to enroll in ACRE.

ACRE payments are only available if
a farm’s actual revenue for the crop is
less than the farm’s ACRE benchmark
revenue for that crop year. A farm’s
actual revenue for a crop equals the
farm’s actual yield times the U.S market
year price for the crop for the crop year.
A farm’s ACRE benchmark revenue
equals:

(Olympic average of farm’s yields for the 5
most recent crop years
times
ACRE guarantee price)
plus

per acre crop insurance premium paid by

the farmer for the crop for the crop year.

Producers electing the ACRE option
and enrollment, as a condition of
payment eligibility, must report
production of reported acreage of
covered commodities and peanuts on
the farm no later than the crop reporting
date for the crop in the year following
the year the crop was reported as
planted for harvest. The regulations
specify the information and
documentation requirements for these
production reports.

The 2008 Farm Bill provides a
$65,000 per person or legal entity
payment limit for counter-cyclical
payments, a reduced direct payment
limit for participants in the ACRE
program to reflect the amount the direct
payment is reduced as a condition to
participate in ACRE, and a limit in the
amount of counter-cyclical and ACRE
payments that reflect the $65,000 limit
plus the amount that the direct payment
limit is reduced. The counter-cyclical
limits and ACRE limits are combined for
those producers who participate in
ACRE because producers are eligible to
receive the counter-cyclical payments
on one farm and the ACRE payments on
a separate farm.

FSA Notifications of Farm Bill
Provisions

The following provides information
regarding the notification processes FSA
has undergone to ensure that farm
owners are aware of the provisions of
the 2008 Farm Bill and that participants
have all applicable information
available on record at FSA to assist
them in making participation elections.
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Date FSA action
June 4, 2008 .........ccceeieenen. Issued a DCP Notice to State and County Offices to prepare for implementation of the 2008 Farm Bill. The no-

tice:

year.

year.
June 24, 2008

2008 signup.

June 27, 2008

Discussed the availability of 2008 DCP Contract software.
Instructed FSA offices to publicize DCP provisions using all available means.
Announced the availability of 2008 advance direct payments.
Issued clarification for handling DCP contracts for farms having 10 or less base acres (prior to the amendment
in Public Law 110-398).
e |ssued a notice regarding establishing fruit and vegetable (FAV) and Wild Rice Double-Cropping Regions.
Issued a notice in the Federal Register announcing implementation of DCP provisions for the 2008 crop year
based on the current regulation in 7 CFR part 1412, Direct and Counter-cyclical Program, except as otherwise
noted in the Notice and as otherwise required by the 2008 Farm Bill.

¢ Provided an overview of the 2008 Farm Bill as it relates to 2008 through 2012.

e Compared 2008 through 2012 DCP provisions and covered commodities with provisions effective for 2007
under the 2002 Farm Bill.

o Clarified statutory definitions of long grain and medium rice.

e Announced the inclusion of pulse crops as a covered commodity in 2009.

* Discussed provisions for base acre adjustments permitted under the 2008 Farm Bill and explained how pay-

ment yields would be determined.

Discussed the percent of base acres used to calculate direct payments for each year under the 2008 Farm Bill.

Announced the direct payment rates and target prices for the 2008 through 2012 years.

Stated the payment limitations applicable to direct and counter cyclical payments.

Discussed the availability of the option to elect participation in the ACRE program starting with the 2009 crop

Announced planting flexibility as it existed under the 2002 Farm Bill, the 2008 Farm Bill, and the availability of
a Planting Transferability Pilot Project for certain crops and States beginning in 2009.

o Discussed compliance provisions of DCP.
e Announced the prohibition of DCP and ACRE payments to producers on farms having 10 or less base acres.
Discussed how policy is being developed to address how base acres will need to be reduced when land has
been subdivided and developed for multiple residential units or other nonfarming uses.

e Announced the direct payment rates and target prices for the 2008 through 2012 years.

o Stated the payment limitations applicable to direct and counter cyclical payments.

o Discussed the availability of the option to elect participation in the ACRE program starting with the 2009 crop

e Announced planting flexibility as it existed under the 2002 Farm Bill, the 2008 Farm Bill, and the availability of
a Planting Transferability Pilot Project for certain crops and States beginning in 2009.

o Discussed compliance provisions of DCP.

Issued a DCP Notice Concerning the 2008 DCP and Availability of Software. The notice:

e Announced the 2008 DCP enrollment period.

e Outlined the provisions that differentiate 2007 DCP from 2008 DCP.

¢ Provided information regarding a revised CCC-509 and CCC-509 Appendix, and the need for their use in

Signup Fees and Enrollment Deadlines

As provided in this rule, a signup
deadline of June 1 has been established.
Under the 2002 Farm Bill DCP
provisions, a $100 fee was assessed if a
participant did not sign a DCP contract
by June 1 of the crop year. For the 2008
crop year, this fee did not apply.
Instead, a final signup deadline of
September 30, 2008, applied. For the
2009 and subsequent crop years, a final
enrollment deadline of June 1 will apply
and there will be no late enrollment
period or fee. Producers interested in
participating must complete enrollment
of the farm by June 1 of the applicable
crop year.

Prior to DCP and PFC, producers were
required to decide whether to annually
enroll in Acreage Reduction Program
contracts and under those contracts
there were defined signup periods that
often closed much earlier than June 1.
In other words, producers generally did
not have an entire contract period to
enroll or enroll late and pay a late filed

fee. In some respects, a “late-file”
enrollment period ending later in a
contract year actually caused FSA and
producers more problems because many
producers who thought they had
enrolled often had not. Further, a later
enrollment deadline or “late-file”
enrollment period raised questions of
program integrity because compliance
activities could not be performed during
the contract period on farms that were
not yet enrolled. Additionally, it has
been determined that an enrollment
deadline of June 1 is necessary because
of the complexities involved in
administering new payment limitation
provisions which provide for attribution
of payments to individuals within
entities. Therefore, for the 2009 and
each of the subsequent crop years, an
enrollment deadline of June 1 of each
such year will apply and all producers
interested in annually participating
must enroll by June 1 of such year.

Payments

Payments in the programs covered in
this part are subject to statutory changes
in conditions, rates, limitations, and
eligibilities. Under a separate
rulemaking, CCC will publish changes
relevant to payment limitations.

Summary

In summary, FSA has, in
administering the provisions of the 2008
Farm Bill, utilized available means to
ensure that farm owners and operators
have all necessary information from
FSA that FSA is capable of providing to
them, and in such a manner that owners
can make educated decisions when
determining appropriate DCP base and
yield elections for a farm. As was the
case with the 2002 Farm Bill, the 2008
Farm Bill explicitly sets forth many of
the terms and provisions of the DCP.
Accordingly, administration of the
program is subject to little variation or
flexibility from the statutory authority.
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Notice and Comment

These regulations are exempt from the
notice and comment requirements of the
Administrative Procedure Act (5 U.S.C.
553), as specified in section 1601(c) of
the 2008 Farm Bill, which requires that
the regulations be promulgated and
administered without regard to the
notice and comment provisions of
section 553 of title 5 of the United States
Code or the Statement of Policy of the
Secretary of Agriculture effective July
24,1971, (36 FR 13804) relating to
notices of proposed rulemaking and
public participation in rulemaking.

Executive Order 12866

The Office of Management and Budget
(OMB) designated this rule as
economically significant under
Executive Order 12866 and, therefore,
OMB reviewed this final rule. A cost
benefit assessment of this rule is
summarized below and is available from
the contact listed above.

Cost Benefit Analysis Summary

The underlying policy structure for
the 2008 Farm Bill is largely unchanged
from the policy structure for the 2002
Farm Bill. The 2008 Farm Bill continues
planting flexibility, continues marketing
assistance loan provisions at higher
levels (for some crops in some years.
The net fiscal impacts of the changes
made by the 2008 Farm Bill and
implemented by this rule are estimated
to be as shown in the following table:

AVERAGE ANNUAL CHANGE IN GOv-
ERNMENT OUTLAYS BY PROGRAM,
FISCAL YEARS 2008—2012

Average an-
nual outlay
Program change
(billion dollars)
Direct Payments .................. $—-0.484
Counter-cyclical Payments ... —0.043

ACRE Payments .........cccc...... 1.014

0.487

Direct and counter-cyclical payments
will increase farm income, but will have
little impact on planting decisions
because these payments are decoupled
from the production decisions of
individual farmers. These benefits are
paid on historically-based acreage and
yields and do not depend on the current
production choices of the farmer. Direct
payments and counter-cyclical
payments were assumed in this analysis
to have no impact on production. Direct
payments are projected to average
$4.749 billion in fiscal years (FY) 2008
through 2014 for crop years 2008
through 2012. These payments represent

an decrease of about $0.484 billion each
crop year compared with direct
payments issued under the 2002 Farm
Bill. Counter-cyclical payments are
projected to average $0.089 billion in FY
2008 through 2014 for crop years 2008
through 2012. These payments represent
a decrease of $0.043 billion compared
with counter-cyclical payments under
the 2002 Farm Bill. ACRE payments are
projected to average $1.014 billion each
Crop year.

Regulatory Flexibility Act

This rule is not subject to the
Regulatory Flexibility Act because CCC
is not required to publish a notice of
proposed rulemaking for this rule.

Environmental Review

The environmental impacts of this
rule have been considered in
accordance with the provisions of the
National Environmental Policy Act of
1969 (NEPA), 42 U.S.C. 4321 et seq., the
regulations of the Council on
Environmental Quality (40 CFR parts
1500-1508), and FSA’s regulations for
compliance with NEPA, 7 CFR part 799.
After a thorough environmental review,
FSA has determined that the changes to
the program authorized by the 2008 Act
and promulgated by this final rule, are
considered categorically excluded from
further environmental review as
evidenced by the completion of an
environmental evaluation (7 CFR
799.10(b)(2)(xvi)). Therefore, no
environmental assessment or
environmental impact statement shall
be prepared on this rule. A copy of the
environmental evaluation is available
for inspection and review upon request.

Executive Order 12372

This program is not subject to
Executive Order 12372, which requires
consultation with State and local
officials. See the notice related to 7 CFR
part 3015, subpart V, published in the
Federal Register on June 24, 1983 (48
FR 29115).

Executive Order 12988

This rule has been reviewed under
Executive Order 12988. This rule is not
retroactive and it does not preempt State
or local laws, regulations, or policies
unless they present an irreconcilable
conflict with this rule. Before any
judicial action may be brought regarding
the provisions of this rule the
administrative appeal provisions of 7
CFR parts 11 and 780 must be
exhausted.

Executive Order 13132

The policies contained in this rule do
not have any substantial direct effect on

states, on the relationship between the
national government and the states, or
on the distribution of power and
responsibilities among the various
levels of government. Nor does this rule
impose substantial direct compliance
costs on state and local governments.
Therefore, consultation with the states
is not required.

Unfunded Mandates

This rule contains no Federal
mandates under the regulatory
provisions of Title II of the Unfunded
Mandates Reform Act of 1995 (UMRA)
for State, local, and tribal government or
the private sector. In addition, CCC was
not required to publish a notice of
proposed rulemaking for this rule.
Therefore, this rule is not subject to the
requirements of sections 202 and 205 of
UMRA.

Small Business Regulatory Enforcement
Fairness Act of 1996 (SBREFA)

Section 1601(c)(3) of the 2008 Farm
Bill requires that the Secretary use the
authority in section 808 of the Small
Business Regulatory Enforcement
Fairness Act of 1996, Public Law 104—
121 (SBREFA), which allows an agency
to forgo SBREFA'’s usual 60-day
Congressional Review delay of the
effective date of a major regulation if the
agency finds that there is a good cause
to do so. These regulations affect the
incomes of an extraordinarily large
number of agricultural producers. In any
event, section 1601(c)(3) provides cause.
Accordingly, this rule is effective upon
the date of filing for public inspection
at the Office of the Federal Register.

Federal Assistance Programs

The title and number of the Federal
assistance program, as found in the
Catalog of Federal Domestic Assistance,
to which this final rule applies are:
Direct and Counter-Cyclical Program,
10.055.

Paperwork Reduction Act

The regulations in this rule are
exempt from the requirements of the
Paperwork Reduction Act (44 U.S.C.
Chapter 35), as specified in section
1601(c)(2) of the 2008 Farm Bill, which
provides that these regulations be
promulgated and administered without
regard to the Paperwork Reduction Act.

E-Government Act Compliance

CCC is committed to complying with
the E-Government Act, to promote the
use of the Internet and other
information technologies to provide
increased opportunities for citizen
access to Government information and
services, and for other purposes.
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List of Subjects in 7 CFR Part 1412

Cotton, Feed grains, Oilseeds,
Peanuts, Price support programs,
Reporting and recordkeeping
requirements, Rice, Soil conservation,
Wheat.

m For the reasons discussed above,
revise 7 CFR part 1412 to read as
follows:

PART 1412—DIRECT AND COUNTER-
CYCLICAL PROGRAM AND AVERAGE
CROP REVENUE ELECTION
PROGRAM FOR THE 2008 AND
SUBSEQUENT CROP YEARS

Subpart A—General Provisions

Sec.

1412.1 Applicability, statutory changes,
interest, and contract provisions.

1412.2 Administration.

1412.3 Definitions.

1412.4 Appeals.

Subpart B—Establishment of Base Acres
for a Farm for Covered Commodities

1412.21 Base acres.

1412.22 Failure to make pulse crop
election.

1412.23 Base acres and Conservation
Reserve Program.

1412.24 Limitation of total base acreage on
a farm.

Subpart C—Establishment of Yields for
Direct and Counter-Cyclical Payments

1412.31 Direct payment yields for covered
commodities, except pulse crops.

1412.32 Direct payment yield for
designated oilseed and pulse crops.

1412.33 Payment yield for counter-cyclical
payments for covered commodities.

1412.34 Submitting production evidence
for establishing direct payment yields for
oilseeds and pulse crops.

1412.35 Incorrect or false production
evidence of oilseeds and pulse crops.

Subpart D—Direct and Counter-Cyclical
Program Contract and ACRE Program
Contract Terms and Enroliment Provisions
for Covered Commodities and Peanuts for
2008 Through 2012

1412.41 Direct and counter-cyclical
program contract or ACRE program
contract.

1412.42 Eligible producers.

1412.43 Reconstitutions.

1412.44 Notification of base acres.

1412.45 Reducing or terminating base
acreage.

1412.46 Succession-in-interest.

1412.47 Planting flexibility.

1412.48 Planting Transferability Pilot
Project.

1412.49 Apportionment of long and
medium grain rice.

1412.50 Matters of general applicability.

Subpart E—Financial Considerations
Including Sharing Payments

1412.51 Limitation of payments.

1412.52 Direct payment provisions.

1412.53 Counter-cyclical payment
provisions.

1412.54 Sharing of contract payments.
1412.55 Provisions relating to tenants and
sharecroppers.

Subpart F—Contract Violations and

Reduction in Payments

1412.61 Contract violations.

1412.62 Fruit, vegetable and wild rice
acreage reporting violations.

1412.63 Contract liability.

1412.64 Inaccurate representation,
misrepresentation, and scheme or
device.

1412.65 Offsets and assignments.

1412.66 Acreage and production reports.

1412.67 Notices of loss.

1412.68 Compliance with highly erodible
land and wetland conservation
provisions.

1412.69 Controlled substance violations.

Subpart G—Average Crop Revenue Election

(ACRE) Program

1412.71 Administration.

1412.72 Availability and election of
alternative approach.

1412.73 Sharing of ACRE payments.

1412.74 Prior Enrollment in DCP.

1412.75 Notice of election.

1412.76 Payments.

1412.77 Transfer of land and succession-in-
interest.

1412.78 Violations.

1412.79 Executed ACRE contract not in
conformity with regulations.

1412.80 Division of program payments and
provisions relating to tenants and
sharecroppers.

Authority: 7 U.S.C. 7911-7918, 7951-7956,
8711-8719, 8751-8756, and 8781; and 15
U.S.C. 714b and 714c.

Subpart A—General Provisions

§1412.1 Applicability, statutory changes,
interest, and contract provisions.

This part governs: How base acres and
farm program payment yields are
established or adjusted for the purpose
of calculating direct and counter-
cyclical payments for wheat, corn, grain
sorghum, barley, oats, upland cotton,
rice, peanuts, soybeans, sunflower seed,
rapeseed, canola, safflower, flaxseed,
mustard seed, crambe, sesame seed,
pulse crops, and other designated
oilseeds as determined and announced
by the Commodity Credit Corporation
(CCQ), for the years 2008 through 2012;
the month when producers on a farm
may enter into annual Direct and
Counter-cyclical Program (DCP) or
Average Crop Revenue Election (ACRE)
program contracts with CCC for each of
the years 2008 through 2012, as
applicable; and the peanut crop acreage
bases and yields in order to receive 2008
through 2012 direct and counter-
cyclical payments. Payments otherwise
provided for in this part are subject to
changes made by statute in rates,
conditions, and eligibility
notwithstanding any contract made

under this part. However, any such
modification may, as determined by the
Deputy Administrator, allow producers
the opportunity to withdraw from the
contract. Also, if any refund comes due
to CCC under this part, interest will be
due from the date of the CCC
disbursement except as determined by
the Deputy Administrator. The
provisions of this section will apply
notwithstanding any other provision of
this or any other part. In order to receive
payment under this part a participant
must comply with the regulations in
this part and any additional
requirements imposed by the program
contract.

§1412.2 Administration.

(a) The program is administered
under the general supervision of the
Executive Vice-President, CCC, and will
be carried out by Farm Service Agency
(FSA) State and county committees
(State and county committees).

(b) State and county committees, and
representatives and their employees, do
not have authority to modify or waive
any of the provisions of the regulations
of this part.

(c) The State committee may take any
action required by the regulations of this
part that the county committee has not
taken. The State committee will also:

(1) Correct, or require a county
committee to correct, any action taken
by such county committee that is not in
accordance with the regulations of this
part; or

(2) Require a county committee to
withhold taking any action that is not in
accordance with this part.

(d) No provision or delegation to a
State or county committee will preclude
the Executive Vice President, or the
Deputy Administrator, or a designee,
from determining any question arising
under the program or from reversing or
modifying any determination made by a
State or county committee.

(e) The Deputy Administrator has the
authority in individual cases to
authorize State and county committees
to waive or modify deadlines (except
statutory deadlines) and other non-
statutory requirements, in cases where
lateness or failure to meet such other
requirements does not adversely affect
operation of the program. Producers and
participants have no right to seek an
exception under this provision. The
Deputy Administrator’s refusal to
consider cases or circumstances or
decisions not to exercise this
discretionary authority under this
provision will not be considered an
adverse decision and is not appealable.

(f) A representative of CCC may
execute the FSA forms entitled ‘“Direct
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and Counter-Cyclical Program Contract”
and “Average Crop Revenue Election
Program Contract” only under the terms
and conditions determined and
announced by the Executive Vice
President, CCC. Any contract that is not
executed in accordance with such terms
and conditions, including any
purported execution prior to or after the
dates authorized by the Executive Vice
President, CCC, is null and void and
will not be considered to be a contract
between CCC and the operator or any
other producer on the farm.

§1412.3 Definitions.

The definitions set forth in this
section are applicable for all purposes of
administering the DCP. The terms
defined in part 718 of this title and part
1400 of this chapter are also applicable,
except where those definitions conflict
with the definitions set forth in this
section.

Where there is a conflict or a
difference in definitions specified in
this part and those that apply to the
Average Crop Revenue Election (ACRE)
program specified in subpart G of this
part, the regulations of subpart G of this
part will apply to the ACRE program.

Average Crop Revenue Election
(ACRE) means the program authorized
by section 1105 of the Food,
Conservation, and Energy Act of 2008 (7
U.S.C. 8715) according to subpart G of
this part. Participation in the ACRE
program requires a two-step process by
the producer, specifically step 1 an
election according to subpart G of this
part followed by step 2 enrollment
according to this part.

Base acres means the number of acres
established with respect to a covered
commodity and peanuts on a farm
pursuant to sections 1101 and 1302 of
the Farm Security and Rural Investment
Act of 2002 (7 U.S.C. 7911) as in effect
on September 30, 2007, subject to any
adjustment in accordance with subpart
B of this part.

Commercial agricultural production
means the propagation and raising of
agricultural products for commercial
sale or barter having gross receipts or
sales annually in excess of $1,000. The
term includes pastures and land
devoted to approved conserving uses.

Considered planted means acreage
approved as prevented planted in
accordance with §718.103 of this title or
the acreage considered planted to a
covered commodity pursuant to
§1412.48.

Contract means the CCC-approved
standard, uniform forms and
appendixes specified by CCC that
constitute the agreement for
participation in the Direct and Counter-

Cyclical Program or ACRE program, as
applicable.

Contract year means the particular
year of the particular contract based on
the compliance period for the contract.
The compliance year will run from
October 1 to the following September 30
and will have the same name as the
corresponding fiscal year. For example,
the 2009 contract year will be October
1, 2008, through September 30, 2009,
and that year will be considered, too,
the 2009 crop year. The contract for the
2009 crop year will be considered the
contract for the 2009 crop. The same
references will apply to all other years.

Counter-cyclical payment means a
payment made to eligible producers on
a farm in accordance with subpart E of
this part for covered commodities and
peanuts.

Covered commodity means wheat,
corn, grain sorghum, barley, oats,
upland cotton, long grain rice, medium
grain rice, soybeans, sunflower seed,
rapeseed, canola, safflower, flaxseed,
mustard seed, crambe, sesame seed,
pulse crops, and other oilseeds as
determined by the Secretary.

Crop year means the relevant contract
year. For example, the 2009 crop year is
the year that runs from October 1, 2008,
through September 30, 2009, and
references to payments for that year
refer to payments made under contracts
with the compliance year that runs
during those dates.

DCP cropland means DCP cropland as
defined in part 718 of this title.

Deputy Administrator means the
Deputy Administrator for Farm
Programs, FSA, or a designee.

Developed means:

(1) Land has been approved by the
local government for uses other than
commercial agricultural uses; and

(2) Construction activity has begun to
install any aspect of the development,
for example utilities or roadways.

Direct payment means a payment
made to eligible producers on a farm for
peanuts and covered commodities in
accordance with subpart E of this part.

Dry peas means Austrian, wrinkled
seed, yellow, Umatilla, and green,
excluding peas grown for the fresh,
canning, or frozen market.

Effective price means the price
calculated by the Secretary in
accordance with §1412.53 for covered
commodities and peanuts to determine
whether counter-cyclical payments are
required to be made under that section
for a crop year.

Excess base acres means the number
of base acres of covered commodities
and peanuts on the farm that exceed the
farm’s total DCP cropland.

Fiscal year means the year running
from October 1 to the following
September 30 and will be designated by
the same calendar year in which it ends.
For example, the 2009 fiscal year ends
September 30, 2009.

Harvested means the producer has
removed the crop from the field by
hand, mechanically, or by grazing of
livestock. The crop is considered
harvested once it is removed from the
field and placed in or on a truck or other
conveyance or is consumed by livestock
through the act of grazing. Crops
normally placed in a truck or other
conveyance and taken off the crop
acreage, such as hay, are considered
harvested when in the bale, whether
removed from the field or not.

Marketing year means the 12-month
period beginning in the calendar year
the crop is normally harvested as
follows:

(1) Barley, oats, and wheat: June 1—
May 31;

(2) Canola, flax and rapeseed, lentils,
and dry edible peas: July 1-June 30;

(3) Upland cotton, peanuts, and rice:
August 1-July 31; and

(4) Corn, grain sorghum, soybeans,
sunflowers, safflower, mustard, crambe,
sesame, and chickpeas: September 1-
August 31.

Oilseeds means a crop of soybeans,
sunflower seed, rapeseed, canola,
crambe, safflower, flaxseed, mustard
seed, sesame seed, or, if determined and
announced by CCC, another oilseed.

Payment acres means:

(1) Except as provided for in
paragraph (2) of this definition, 85
percent of the base acres of a covered
commodity or peanuts on a farm in
accordance with § 1412.71 or subpart B
of this part, as applicable, for which
direct or counter-cyclical or ACRE
payments are made.

(2) For each of the 2009 through 2011
crop years, 83.3 percent of the base
acres for a covered commodity or
peanuts on a farm in accordance with
§1412.71 or subpart B of this part, as
applicable, for which direct or ACRE
payments are made.

Payment yield means:

(1) For peanuts, the yield established
pursuant to section 1302 of the Farm
Security and Rural Investment Act of
2002 (7 U.S.C. 7911) as in effect on
September 30, 2007.

(2) For covered commodities, the
yield established in accordance with
subpart C of this part for a farm for a
covered commodity.

(3) For designated oilseeds or pulse
crops, the yield established in
accordance with subpart C of this part
for a farm for a crop of a designated
oilseed and pulse crop.



Federal Register/Vol. 73, No. 249/Monday, December 29, 2008/Rules and Regulations

79291

Processing means with respect to uses
of a crop, non-fresh intended uses of
crops enrolled in the project referred to
in §1412.48 for crops being grown
pursuant to a contract for canning,
pickling, frozen, juice, dry edible bean
or pea, or such other uses deemed by
CCC not to be fresh intended uses of
crops mentioned in § 1412.48.

Pulse crop means dry peas, lentils,
small chickpeas, and large chickpeas.
Pulse crop bases will not generate direct
payments and may only create counter-
cyclical payments for the 2009 and
subsequent crop years.

Subdivided means land has been
approved or designated by the local
government, or a unit thereof, for
development or use as something other
than commercial agricultural
production or other non-agricultural
use.

Supportive and necessary contractual
documents means those documents
including, but not limited to, those
items substantiating the DCP contract
such as leases, deeds, signatures of
contract participants, owners, operators,
and other tenant signatures, as
determined by the Secretary.

Target price means, for peanuts, the
price per ton; and for covered
commodities, the price per bushel (or
other appropriate unit in the case of
upland cotton, rice, and other oilseeds)
used to determine the payment rate for
counter-cyclical payments.

§1412.4 Appeals.

A participant may obtain
reconsideration and review of any
adverse determination made under this
part in accordance with the appeal
regulations found at parts 11 and 780 of
this title.

Subpart B—Establishment of Base
Acres for a Farm for Covered
Commodities

§1412.21 Election of base acres.

(a) Subject to adjustments in
paragraph (b) of this section, base acres
for covered commodities and peanuts
are as defined in §1412.3.

(b) No later than April 1, 2009,
owners on a farm may establish base
acres for pulse crops.

(1) Subject to the limitations in
accordance with paragraph (d) of this
section and § 1412.24, the base acres for
pulse crops are equal to the sum of the
following:

(i) The 4-year average of the acreage
planted or prevented planted to the
pulse crops during each of the 1998
through 2001 crop years for harvest,
grazing, haying, silage, or other similar
purposes, as determined by the
Secretary, plus

(ii) The 4-year average of the acreage
prevented from being planted to covered
commodities during each of the 1998
through 2001 crop years, for reasons
beyond the control of the producer, as
determined by the Deputy
Administrator.

(c) Subject to paragraph (d) of this
section, the total acreage of a pulse crop
on the farm calculated in accordance
with paragraph (b) of this section must
not exceed:

(1) The total acreage of cropland on
the farm minus

(2) The total acreage for all covered
commodities, peanut, and other pulse
crops determined in accordance with
paragraphs (a) and (b) of this section.

(d) If the calculation in paragraph (c)
of this section results in a negative
number, the pulse crop acreage on the
farm for that crop year will be zero for
the purposes of determining the 4-year
average, in accordance with paragraph
(b) of this section. Further, no prevented
planning credit or other base credit may
be allowed for a pulse crop for any
planting activity for which base credit
was allowed or will be allowed for
another commodity.

(e) If the acreage planted or prevented
from being planted was devoted to a
different covered commodity in the
same crop year (other than a covered
commodity or pulse crops produced
under an established practice of double-
cropping), the owner may select the
commodity to be used for base purposes
for that crop year in determining the 4-
year average, but may not select both the
initial commodity and subsequent
commodity.

(f)(1) An owner may increase the
eligible acres of pulse crops on a farm
by reducing the acreage of covered
commodities and peanuts determined in
accordance with paragraphs (a) and (b)
of this section for one or more covered
commodities on an acre-for-acre basis,
except that the total base acres for pulse
crops on the farm may not exceed the
four-year average of pulse crops
determined under paragraph (b) of this
section.

(2) For the purpose of determining a
4-year average acreage for a farm under
this section, any crop year in which a
pulse crop was not planted or prevented
planted will be excluded.

§1412.22 Failure to make pulse crop
election.

If an owner fails to make an election
for establishing pulse crop base acres on
a farm by April 1, 2009, in accordance
with §1412.21, that owner will be
deemed to have made the election to
determine all base acres for all covered

commodities and peanuts on the farm as
set forth in §1412.21.

§1412.23 Base acres and Conservation
Reserve Program.

(a) Subject to paragraphs (b) and (c) of
this section, eligible producers may, at
the beginning of each fiscal year, adjust
the base acres for covered commodities
and peanuts with respect to the farm by
the number of production flexibility
contract acres or base acres protected by
a Conservation Reserve Program
contract entered into under section 1231
of the Food Security Act of 1985 (1985
Farm Bill, Pub. L. 99-198) that expired,
was voluntarily terminated, or was early
released on or after September 30, 2007.

(b) The total base acreage on a farm
must not exceed the limitation of
§1412.24.

(c) Adjustments to base acreage on a
farm in accordance with this section
must be completed by no later than June
1 of the fiscal year following the fiscal
year the conservation reserve program
contract expired or was voluntarily
terminated.

(d) For the fiscal year in which an
adjustment to base acres under this
section is made, the owner of the farm
may elect to receive either direct
payments and counter-cyclical
payments or ACRE payments, as
applicable, with respect to the base
acres added to the farm under this
section or a prorated payment under the
conservation reserve contract, but not
both.

§1412.24 Limitation of total base acreage
on a farm.

(a) The sum of the following must not
exceed the total DCP cropland acreage
on the farm, plus approved double-
cropped acreage for the farm:

(1) The sum of all base acres
established for the farm in accordance
with this part, plus

(2) Any cropland acreage on the farm
enrolled in a Conservation Reserve
Program contract in accordance with
part 1410 of this chapter, plus

(3) Any cropland acreage on the farm
enrolled in a wetland reserve program
contract in accordance with part 1467 of
this chapter, plus

(4) Any other acreage on the farm
enrolled in a Federal conservation
program for which payments are made
in exchange for not producing an
agricultural commodity on the acreage.

(b) The Deputy Administrator will
give the owner of the farm the
opportunity to select the covered
commodity base acres or peanut base
acres, against which the reduction
required in this section will be made.

(c) In applying paragraph (a) of this
section, CCC will take into account the
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practice of double cropping on a farm,
as determined by CCC.

Subpart C—Establishment of Yields for
Direct and Counter-Cyclical Payments

§1412.31 Direct payment yields for
covered commodities, except pulse crops.

(a) The direct payment yield for each
covered commodity, except pulse crops,
will be the payment yield established
for the commodity for the farm in
accordance with the regulations for
covered commodities at part 1412 of
this chapter in effect on January 1, 2008
(see 7 CFR part 1412, revised as of
January 1, 2008).

(b) [Reserved]

§1412.32 Direct payment yield for
designated oilseed and pulse crops.

(a) The direct payment yield for
designated oilseeds for which a yield
was not established by September 30,
2007, and pulse crops for the farm will
be determined by multiplying the
weighted average yield per planted acre
for the crop on the farm, as determined
in accordance with paragraph (b) of this
section, times the ratio resulting from:

(1) The national average yield for the
crop for the 1981 through 1985 crop
years, as determined by CCC, divided by

(2) The national average yield for the
crop for the 1998 through 2001 crop
years, as determined by CCC.

(b)(1) The yield per planted acre for
such designated oilseed for which a
yield was not established by September
30, 2007, and for pulse crops on the
farm, to be used for direct payment
purposes, is calculated as follows:

(i) The sum of the production of the
crop for the 1998 through 2001 crop
years, as determined in accordance with
paragraph (b)(2) of this section; divided
b

(ii) The sum of the total planted acres
of the crop for the 1998 through 2001
Crop years.

(2) The production of the crop for
each of the 1998 through 2001 crop
years will be the higher of the following,
except in a year in which the acreage
planted to the crop was zero, in which
case the production for the crop for such
year will be zero:

(i) The total production for the
applicable year based on the production
evidence submitted in accordance with
§1412.34; or

(ii) The amount equal to the product
of:

(A) The total planted acres for the
crop, times

(B) 75 percent of the harvested
average county yield for that crop
determined, where practicable, by
calculating the weighted 4-year average

of the National Agricultural Statistics
Service (NASS) harvested acreage yields
for the crop using the 1998 through
2001 crop years.

(3) The NASS harvested acreage yield
to be used in paragraph (b)(2) of this
section will be based on:

(i) NASS harvested irrigated yield for
the crop, if available, for producers who
irrigated the crop in the applicable
years;

(ii) NASS harvested non-irrigated
yield for the crop, if available, for
producers who did not irrigate the crop
in the applicable years; or

(iii) NASS harvested blended yield for
all acreage, regardless of whether or not
the acres were irrigated or non-irrigated,
for all crops in all counties for which
the yields in paragraphs (b)(3)(i) and (ii)
of this section are unavailable.

(4) If NASS harvested acreage yield
data is not available, the Deputy
Administrator will assign a yield to be
used in paragraph (b)(2)(ii)(B) of this
section.

§1412.33 Payment yield for counter-
cyclical payments for covered commodities.
The counter-cyclical payment yield

for covered commodities on the farm
will be equal to the counter-cyclical
payment yield established for the
covered commodity on the farm that
was effective September 30, 2007.
Counter cyclical payment yields for
designated oilseeds or eligible pulse
crops for which direct payment yields
were not established as of September 30,
2007, will be equal to the direct
payment yield established in
accordance with §§1412.32 or 1412.34,
as applicable.

§1412.34 Submitting production evidence
for establishing direct payment yields for
oilseeds and pulse crops.

(a)(1) Reports of production evidence
must be submitted when the owner
elects to establish a direct payment
yield for designated oilseeds for which
a yield was not established by
September 30, 2007, and pulse crops for
the farm in accordance with §1412.32.

(2) Producer or third-party
certification will not be accepted as
proof of production evidence.

(3) Reports of production evidence for
designated oilseeds for which a yield
was not established by September 30,
2007, and for pulse crops must be
provided to the county committee of the
county where the farm is
administratively located, by farm and
crop in such manner as required by CCC
on a CCC-approved standard, uniform
form designated by CCC.

(b)(1) When disposition of production
has been through commercial channels,

CCC may require the producer to
furnish documentary evidence in order
to verify the information provided on
the report of production. Acceptable
evidence may include, but is not limited
to, such items as:

(i) Production approved by the county
committee for Loan Deficiency
Payments;

(ii) Commercial receipts;

(iii) Settlement sheets;

(iv) Warehouse ledger sheets;

(v) Elevator receipts or load
summaries, supported by other evidence
showing disposition, such as sales
documents;

(vi) Evidence from harvested or
appraised acreage, approved for FCIC or
multi-peril crop insurance loss
adjustment settlement; or

(vii) Other production evidence
determined acceptable by the Deputy
Administrator.

(2) Such production evidence must
show:

(i) The producer’s name,

(ii) The commodity,

(iii) The buyer or name of storage
facility,

(iv) The date of transaction or
delivery, and

(v) The quantity.

(c) When production of a designated
oilseed for which a yield was not
established by September 30, 2007, and
pulse crops has been disposed of
through non-commercial channels, then
75 percent of the county average yield
as determined in accordance with
§1412.32(b)(4) will be used.

(d) CCC may verify the production
evidence submitted with records on file
at the warehouse, gin, or other entity
which received or may have received
the reported production.

§1412.35 Incorrect or false production
evidence of oilseeds and pulse crops.

(a) If production evidence submitted
in accordance with § 1412.34 is false or
incorrect, as determined by the county
committee, the county committee will
determine whether the owner or
producer submitting the production
evidence for a farm acted in good faith
or took action to defeat the purpose of
the program.

(b)(1) If the county committee
determines the production evidence
submitted is false, incorrect, or
unacceptable, and the owner or
producer who submitted the evidence
did not act in good faith or took any
action to defeat or undermine the
purpose of the program, the county
committee will:

(i) Require a refund of all direct and
counter-cyclical payments earned for
the farm for the first year such payments
were made;
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(ii) For designated oilseeds or pulse
crops, reduce both the direct and
counter-cyclical payment yields to 75
percent of the county average yield as
determined in accordance with
§ 1412.32(b)(4). That yield will then be
reduced by the applicable direct
payment yield factor in accordance with
§1412.32(a)(1); and

(iii) Subject to paragraph (a)(2)(i) of
this section, regarding the first year of
payments, require a refund of an
amount equal to the following for
designated oilseeds or pulse crops for
each year the false, incorrect, or
unacceptable yield was used to make
payments under the contract:

(A) The sum of the direct and counter-
cyclical payments made using the false,
incorrect or unacceptable evidence,
minus

(B) The sum of the direct and counter-
cyclical payments that would have been
made based on the yields established in
paragraph (b)(1)(ii) of this section.

(2) Notwithstanding paragraph (b)(1)
of this section, if the county committee
determines that the production evidence
submitted is false, incorrect, or
unacceptable, and the owner or
producer who submitted the evidence
did not act in good faith or took action
to defeat the purpose of the program, the
Deputy Administrator may take further
action, including but not limited to, any
or all of the following:

(i) Make a further yield reduction for
part or all of the designated oilseeds or
pulse crops on the farm;

(ii) Make further payment reductions
or refunds;

(iii) Determine that the owner or
producer who submitted the evidence is
ineligible for participation in future
contracts unless the Deputy
Administrator determines otherwise; or

(iv) Take other legal action.

(c) If the county committee
determines the production evidence
submitted is false, incorrect, or
unacceptable, and the owner or
producer who submitted the evidence
acted in good faith and did not take
action to defeat the purpose of the
program, the county committee will:

(1) Correct the counter-cyclical yield
for the applicable covered commodity or
peanuts to equal the yield that would
have been calculated in accordance with
§ 1412.33 based on accurate production
evidence; and

(2) Require a refund of an amount
equal to the following for each covered
commodity and peanuts for each year
the false, incorrect, or unacceptable
yield was used to make payments under
the contract:

(i) The sum of the direct and counter-
cyclical payments made using the false,

incorrect, or unacceptable evidence,
minus

(i1) The sum of the direct and counter-
cyclical payments that would have been
made based on the yields established in
paragraph (c)(1) of this section.

Subpart D—Direct and Counter-
Cyclical Program and ACRE Program
Contract Terms and Enroliment
Provisions for Covered Commodities
and Peanuts 2008 through 2012

§1412.41 Direct and counter-cyclical
program contract or ACRE program
contract.

(a) Except as specified in subpart G of
this part, the following provisions apply
to DCP and ACRE program contracts:

(1) With respect to Fiscal Year 2008
payments, CCC will offer to enter into
an annual DCP contract with eligible
producers of covered commodities and
peanut producers through the date
announced by CCC. With respect to
Fiscal Years 2009 through 2012, CCC
will offer to annually enter into a DCP
or ACRE program contract with an
eligible producer on a farm having base
acres with respect to a covered
commodity or peanuts, at the beginning
of each such fiscal year 2009 through
2012 through June 1 of each such year.

(2)(i) Eligible producers must execute
and submit a DCP or ACRE program
contract and furnish supportive and
necessary contractual documents to the
county FSA office where the records for
the farm are administratively
maintained not later than June 1 of the
fiscal year in which the direct and
counter-cyclical or ACRE payments are
requested.

(ii) Except as may otherwise be
provided in statute for 2008, enrollment
is not allowed after September 30 of the
fiscal year in which the direct and
counter-cyclical payments or ACRE
program payments are requested.

(3) Under no circumstances will
enrollment be permitted except as
specified in this section. Contracts will
not be approved unless all producers
sharing in contract acreage with more
than a zero share have submitted all
applicable contracts and documentation
necessary to make such approval, as
determined by the Deputy
Administrator. For those producers with
an interest but a zero share of contract
acreage, the contract will not be
approved before all producers have
signed the contract or furnished
supportive and necessary contractual
documents (such as cash leases in lieu
of signing for a zero share). A contract
not having all requisite signatures of
producers having more than a zero share
of contract acreage on or before the

enrollment deadline will not be
considered submitted to CCC for any
purpose and will not be acted on or
approved. Those contracts enrolled by a
producer on or before June 1 that were
not signed by other producers according
to this section will be deemed
withdrawn and will not be approved.
Producers on a farm are solely
responsible for ensuring that enrollment
occurs.

(4) Eligible producers who elect to
enter into a contract with CCC must
enroll all base acres on the farm.
Enrollment of fewer than all base acres
on the farm is not allowed.

(b) Eligible producers may withdraw
from a contract at any time on or before
June 1 of the year of the contract
provided all signatories to the contract,
including CCC, agree to the withdrawal
in writing. DCP contracts enrolled prior
to the decision of producers on a farm
to elect the ACRE option for a fiscal year
are considered withdrawn as specified
in § 1412.72. Producers electing the
ACRE option according to § 1412.72(d)
must subsequently decide whether or
not to enroll the farm in an ACRE
program contract in accordance with the
rules of this part.

(c) All contracts expire on September
30 of the fiscal year of the contract
unless:

(1) Withdrawn in accordance with
paragraph (b) of this section;

(2) Terminated in accordance with
paragraphs (d) or (e) of this section; or

(3) Terminated at an earlier date by
mutual consent of all parties, including
CCC.

(d) A transfer or change in the interest
of an owner or producer in the farm or
in acreage on the farm subject to a
contract will result in the termination of
the contract and a refund of all direct
and counter-cyclical and ACRE
payments issued for the farm. The
contract termination will be effective on
the date of the transfer or change.
Successors to the interest in the farm or
crops on the farm subject to the contract
may enroll the farm in a new contract
and assume all obligations under the
contract, only after all payments
previously issued for the farm have been
refunded to CCC.

(e) In the event a farm reconstitution
is completed of a properly enrolled farm
or farms in accordance with part 718 of
this title, FSA will issue notices to the
operator and owners of record on a farm
that all producers with an interest in the
base acres on the farm must sign a new
DCP or ACRE program contract and
provide supporting documentation such
as leases and other contractual
supportive documents not later than
September 30 of the fiscal year direct
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and counter-cyclical or ACRE program
payments are requested, after receiving
written notification by the county
committee indicating the reconstitution
is completed. It is the responsibility of
the operator and owners on a farm that
producers with an interest in base acres
are notified of the reconstitution and
requirement for a new contract. If all
producers have not signed the new
contract by September 30, then no
producers on the contract will be
eligible for a direct or counter-cyclical
payment or ACRE program payment for
that farm for the year the contract was
terminated.

§1412.42 Eligible producers.

(a) Producers eligible to enter into a
contract are:

(1) An owner of a farm who assumes
all or a part of the risk of producing a
crop;

(2) A producer, other than an owner,
on a farm with a share-rent lease for
such farm, regardless of the length of the
lease, if the owner of the farm enters
into the same contract;

(3) A producer, other than an owner,
on a farm who cash rents such farm
under a lease expiring on or after
September 30 of the year of the contract
in which case the owner is not required
to enter into the contract;

(4) A producer, other than an owner,
on a farm who cash rents such farm
under a lease expiring before September
30 of the year of the contract. The owner
of such farm must also enter into the
same contract; or

(5) An owner of an eligible farm who
cash rents such farm and the lease term
expires before September 30 of the year
of the contract, if the tenant declines to
enter into a contract for the applicable
year. In the case of an owner covered by
this paragraph, direct and counter-
cyclical payments will not begin under
the contract until the lease held by the
tenant ends.

(b) A minor child will be eligible to
enter into a contract only if one of the
following conditions exist:

(1) The right of majority has been
conferred upon the minor by court
proceedings or statute;

(2) A guardian has been appointed to
manage the minor’s property and the
applicable program documents are
executed by the guardian; or

(3) A bond is furnished under which
a surety guarantees any loss incurred for
which the minor would be liable had
the minor been an adult.

(c) The owner of the farm may be
considered the “producer” if there is no
other producer, but the owner could
have shared in the crop had a crop been

produced, but only if the farm otherwise
meets all the requirements for payment.

§1412.43 Reconstitutions.

Farms will only be reconstituted in
accordance with part 718 of this title.

§1412.44 Notification of base acres.

The operator and owners of record of
a farm will be notified in writing of the
number of base acres eligible for
enrollment in a contract, unless such
operator or owners of record of a farm
requests in writing not to be furnished
with the notice. The operator and
owners of record are responsible for
notifying all other producers of a farm
of the notice.

§1412.45 Reducing or terminating base
acreage.

(a)(1) Subject to the limitation in
paragraph (a)(2) of this section, a
permanent reduction of all or a portion
of a farm’s base acreage will be allowed
when all owners of the farm execute and
submit a written request for such
reduction on a CCC-approved standard,
uniform form designated by CCC to the
FSA county office where the records for
the farm are administratively
maintained.

(2) A permanent reduction of all or a
portion of a farm’s base acres to negate
or reduce a program violation is not
allowed.

(b) When base acres on a farm are
converted to a non-agricultural
commercial or industrial use, the total
base acres on the farm will be reduced
accordingly regardless of the submission
of a request for such reduction.

(c) The base acres of covered
commodities and peanuts on a farm will
be proportionately reduced when it is
determined that the land has been
subdivided and developed for multiple
residential units or other nonfarming
uses if, in the judgment of the county
committee, the size of the tracts and the
density of the subdivision is such that
the land is unlikely to return to the
previous agricultural use, unless either
of the following applies:

(1) The producers on the farm
demonstrate that the land remains
devoted to commercial agricultural
production or is likely to be returned to
the previous agricultural use and such
land has not been divided from the farm
with a farm reconstitution performed
according to part 718 of this title or

(2) A properly constituted or
reconstituted farm contains sufficient
land that has not yet been subdivided
and developed for multiple residential
units or other nonfarming uses, and the
producers on the farm demonstrate that
the land remains devoted to commercial

agricultural production or is likely to be
returned to the previous agricultural
use.

(d)(1) Except as provided in paragraph
(d)(2) of this section, for the 2009 and
subsequent crop years, crop acreage
bases will be not be established with
respect to land owned by Federal
agencies and any crop acreage base
previously established with respect to
such land will be terminated.

(2) Paragraph (d)(1) of this section
will not apply to Federally-owned land
that was subject to a lease agreement
entered into prior to December 23, 2008
during the length of the lease agreement.
Upon termination of such agreement, all
crop acreage bases established with
respect to Federally-owned land will be
terminated. To the extent a lease
contains an option to extend the terms
of the lease, crop acreage bases will be
terminated as of the date the original
lease would expire without regard to
any exercise of such an option.

(3) In the event a Federal agency
transfers of ownership of land to
another party, crop acreage bases will
not be re-established with respect to
such land.

§1412.46 Succession-in-interest.

(a) A succession in interest to a DCP
or ACRE program contract is required if
there has been a change in the operation
of a farm, such as:

(1) A sale of land;

(2) A change of operator or producer,
including a change in a partnership that
increases or decreases the number of
partners or changes who are partners;

(3) A foreclosure, bankruptcy, or
involuntary loss of the farm;

(4) A change in producer shares to
reflect changes in the producer’s share
of the crop(s) that were originally
approved on the contract; or

(5) An other change determined by
the Deputy Administrator to be a
succession that will not adversely affect
nor defeat the purpose of the program.

(b) A succession in interest to the
contract is not permitted if CCC
determines that the change:

(1) Results in a violation of the
landlord-tenant provisions specified in
§1412.55; or

(2) Adversely affects or otherwise
defeats the purpose of the program.

(c) If a producer who is entitled to
receive direct and counter-cyclical
payments dies, becomes incompetent, or
is otherwise unable to receive the
payment, CCC will make the payment in
accordance with part 707 of this title.

(d) A producer or owner of an
enrolled farm must inform the county
committee of changes in interest in base
acres on the farm not later than:
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(1) August 1 of the fiscal year in
which the change occurs if the change
requires a reconstitution be completed
in accordance with part 718 of this title
or

(2) September 30 of the fiscal year in
which the change occurs if the change
does not require a reconstitution be
completed in accordance with part 718
of this title.

(e) In any case in which either a direct
or counter-cyclical payment has
previously been made to a predecessor,
such payment will not be paid to the
successor, unless such payment has
been refunded in full by the
predecessor, in accordance with
§1412.41(d).

(f) The failure of the party eligible to
succeed to the contract to do so will be
considered a contract violation.

§1412.47 Planting flexibility.

(a) Any crop may be planted and
harvested on base acreage on a farm,
except as limited elsewhere in this
section. Any crop may be planted on
DCP cropland in excess of the base
acreage on a farm.

(b) Base acreage may be hayed or
grazed at any time.

(c) Planting perennial fruits,
vegetables (except mung beans, and
pulse crops), or wild rice, as determined
by the Deputy Administrator, is
prohibited on base acreage of a farm
enrolled in a DCP or ACRE program
contract. Harvesting non-perennial
fruits, vegetables (except mung beans
and pulse crops), or wild rice, as
determined by the Deputy
Administrator, is prohibited on base
acreage of a farm enrolled in a DCP or
ACRE program contract.

(d) Notwithstanding the provisions of
paragraph (c) of this section, perennial
fruits, vegetables, and wild rice may be
planted on base acreage of a farm
enrolled in a contract, and non-
perennial fruits, vegetables, and wild
rice may be harvested on base acreage
of a farm enrolled in a contract if:

(1) A producer double-crops fruits,
vegetables, or wild rice with a covered
commodity or peanuts in any region
described in paragraph (e) of this
section, in which case direct and
counter-cyclical payments will not be
reduced for the planting or harvesting of
the fruit, vegetable, or wild rice;

(2) The farm has a history of planting
fruits, vegetables, or wild rice, as
determined by CCC, in which case the
payment acres for the farm will be
reduced on an acre-for-acre basis; or

(3) The producer has a history of
planting a specific fruit, specific
vegetable, or wild rice, as determined by
CCC, the producer may plant and

harvest the specific fruit, specific
vegetable, or wild rice for which the
producer has a planting history, subject
to the following:

(i) The acreage harvested must not
exceed the simple average of the sum of
acreage of the specific fruit, specific
vegetable, or wild rice planted for
harvest by the producer during the crop
years 1991 through 1995 or 1998
through 2001, as designated by the
producer, excluding any year in which
the specific fruit, specific vegetable, or
wild rice was not planted; and

(ii) The payment acres for the farm
will be reduced on an acre-for-acre
basis.

(e) Double-cropping for purposes of
this section means planting for harvest
fruits, vegetables, or wild rice on the
same acres in cycle with a covered
commodity or peanuts planted and
harvested for peanuts, grain, or lint in
a 12-month period under normal
growing conditions for the region and
being able to repeat the same cycle in
the following 12-month period. For
purposes of this part, the following
counties have been determined to be
regions having a history of double-
cropping covered commodities or
peanuts with fruits, vegetables, or wild
rice. State committees have established
the following counties as regions within
their respective States:

Alabama

Baldwin, Barbour, Butler, Chambers,
Chilton, Clarke, Covington, Cullman,
Geneva, Greene, Houston, Jackson,
Jefferson, Lee, Madison, Mobile,
Montgomery, Randolph, Sumter,
Talladega, Walker, and Washington.

Alaska
None.
Arizona

Cochise, Graham, Greenlee, LaPaz,
Maricopa, Mohave, Pima, Pinal, and
Yuma.

Arkansas

Ashley, Benton, Clay, Craighead,
Crawford, Cross, Faulkner, Franklin,
Greene, Independence, Jackson,
Jefferson, Lee, Lincoln, Logan, Lonoke,
Mississippi, Phillips, Pulaski, St.
Francis, Sebastian, Woodruff, and Yell.

California

Alameda, Amador, Butte, Colusa,
Contra Costa, Fresno, Glenn, Imperial,
Kern, Kings, Madera, Merced, Riverside,
Sacramento, San Benito, San Joaquin,
Santa Clara, Siskiyou, Solano, Sonoma,
Stanislaus, Sutter, Tehama, Tulare,
Yolo, and Yuba.

Caribbean Office

None.
Colorado

Otero.
Connecticut

None.
Delaware

All counties.
Florida

All counties except Monroe.
Georgia

All counties.
Hawaii

None.
Idaho

None.
Tllinois

Bureau, Calhoun, Cass, Clark,
Crawford, DeKalb, Edgar, Effingham,
Gallatin, Iroquois, Jersey, Kankakee,
Lawrence, LaSalle, Lee, Madison,
Marion, Mason, Monroe, Randolph, St.
Clair, Tazewell, Union, Vermilion,
White, and Whiteside.

Indiana

Allen, Bartholemew, Daviess, Gibson,
Hamilton, Jackson, Johnson, Knox,
LaGrange, Lake, LaPorte, Madison,
Marion, Martin, Miami, Posey, Ripley,
Shelby, Sullivan, Vandenberg, and
Warrick.

Towa

Kossuth, Mitchell, Palo Alto, and
Winnebago.

Kansas
None.
Kentucky

Daviess.
Louisiana

Avoyelles, Franklin, Grant,
Morehouse, Rapides, Richland, and
West Carroll.

Maine
None.
Maryland

Baltimore, Calvert, Caroline, Carroll,
Dorchester, Harford, Kent, Queen
Anne’s, St. Mary’s, Somerset, Talbot,
Wicomico, and Worcester.

Massachusetts
None.

Michigan
None.
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Minnesota North Dakota Webb, Willacy, Wilson, Yoakum, and
Blue Earth, Brown, Carver, Chippewa,  None. Zavala.

Cottonwood, Dakota, Dodge, Faribault, hi Utah

Fillmore, Freeborn, Goodhue, Houston, Ohio N

Kandiyohi, Le Sueur, Martin, McLeod, Champaign, Clermont, Fulton, Lucas, one.

Meeker, Mower, Nicollet, Olmsted, Miami, Morgan, Muskingum, Scioto, Vermont

Pope, Redwood, Renville, Rice, Scott, and Stark. None.

Sibley, Steele, Swift, Waseca, Wabasha, Oklahoma o

Watonwan, and Winona. Virginia

Mississippi

Adams, Calhoun, Carroll, Coahoma,
Covington, DeSoto, George, Humphreys,
Jefferson Davis, Lowndes, Madison,
Marshall, Monroe, Montgomery,
Prentiss and Rankin.

Missouri

Barton, Butler, Cape Girardeau, Dade,
Dunklin, Jasper, Lawrence, Mississippi,
New Madrid, Newton, Pemiscot, Ripley,
Scott, and Stoddard.

Montana
None.

Nebraska
None.

Nevada
None.

New Hampshire
None.

New Jersey

Atlantic, Burlington, Camden, Cape
May, Cumberland, Gloucester,
Hunterdon, Mercer, Middlesex,
Monmouth, Morris, Ocean, Salem,
Somerset, Sussex, and Warren.

New Mexico

Chaves, Curry, Dona Ana, Eddy,
Hidalgo, Lea, Luna, Quay, Roosevelt,
San Juan, and Sierra.

New York

Cayuga, Genesee, Livingston, Monroe,
Ontario, Orange, Orleans, Suffolk,
Wayne, and Wyoming.

North Carolina

Beaufort, Bertie, Bladen, Brunswick,
Cabarrus, Camden, Carteret, Caswell,
Catawba, Chatham, Chowan, Cleveland,
Columbus, Craven, Cumberland,
Currituck, Dare, Duplin, Edgecombe,
Franklin, Gaston, Gates, Granville,
Greene, Halifax, Harnett, Hertford,
Hoke, Hyde, Johnston, Jones, Lee,
Lenoir, Lincoln, Martin, Mecklenburg,
Montgomery, Moore, Nash, New
Hanover, Northampton, Onslow,
Pamlico, Pasquotank, Pender,
Perquimans, Pitt, Richmond, Robeson,
Rockingham, Rutherford, Sampson,
Scotland, Stokes, Tyrell, Union, Wake,
Warren, Washington, Wayne, Wilkes,
Wilson, and Yadkin.

Adair, Alfalfa, Beckham, Blaine,
Bryan, Caddo, Canadian, Carter,
Cherokee, Cleveland, Cotton, Custer,
Delaware, Dewey, Ellis, Garfield,
Garvin, Grady, Grant, Greer, Harmon,
Haskell, Hughes, Jackson, Jefferson, Kay,
Kingfisher, Kiowa, LeFlore, Logan,
Love, McClain, McIntosh, Major,
Marshall, Mayes, Muskogee, Noble,
Nowata, Okmulgee, Osage, Pawnee,
Payne, Pittsburg, Pottawatomie, Roger
Mills, Rogers, Sequoyah, Stephens,
Tillman, Tulsa, Wagoner, Washita,
Woods, and Woodward.

Oregon
Morrow and Umatilla.
Pennsylvania

Adams, Bucks, Centre, Chester,
Clinton, Columbia, Cumberland,
Delaware, Franklin, Indiana, Lancaster,
Montgomery, Montour,
Northumberland, Schuylkill, Synder,
Union, and York.

Puerto Rico

None.
Rhode Island

None.

South Carolina

All counties.
South Dakota

None.
Tennessee

Bledsoe, Cannon, Chester, Cocke,
Coffee, Crockett, Dickson, Dyer, Fayette,
Gibson, Giles, Greene, Grundy,
Hardeman, Haywood, Jefferson, Knox,
Lake, Lauderdale, Lawrence, Lincoln,
Madison, Maury, McNairy, Obion,
Overton, Pickett, Putnam, Rhea,
Robertson, Rutherford, Sumner, Unicoi,
VanBuren, Warren, Washington, Wayne,
White, Williamson, and Wilson.

Texas

Atascosa, Bailey, Baylor, Brooks,
Cameron, Castro, Cochran, Cottle,
Dallam, Dawson, Deaf Smith, Dimmit,
Duval, Floyd, Foard, Frio, Gaines, Hale,
Hartley, Haskell, Hidalgo, Hockley, Jim
Wells, Kleberg, Knox, Lamb, LaSalle,
Lubbock, Lynn, Maverick, Medina,
Moore, Parmer, Presidio, San Patricio,
Sherman, Starr, Swisher, Terry, Uvalde,

Accomack, Albemarle, Alleghany,
Amelia, Amherst, Appomattox,
Augusta, Bath, Bedford, Bland,
Botetourt, Brunswick, Buchanan,
Buckingham, Campbell, Caroline,
Carroll, Charles City, Charlotte,
Chesapeake, Chesterfield, Clarke, Craig,
Culpeper, Cumberland, Dickenson,
Dinwiddie, Essex, Fairfax, Fauquier,
Floyd, Fluvanna, Franklin, Frederick,
Giles, Gloucester, Goochland, Grayson,
Greene, Greensville, Halifax, Hanover,
Henrico, Henry, Highland, Isle of Wight,
James City, King and Queen, King
George, King William, Lancaster, Lee,
Loudoun, Louisa, Lunenburg, Madison,
Mathews, Mecklenburg, Middlesex,
Montgomery, Nelson, New Kent,
Northampton, Northumberland,
Nottoway, Orange, Page, Patrick,
Pittsylvania, Powhatan, Prince Edward,
Prince George, Prince William, Pulaski,
Rappahannock, Richmond, Roanoke,
Rockbridge, Rockingham, Russell, Scott,
Shenandoah, Smyth, Southampton,
Spotsylvania, Stafford, Suffolk, Surry,
Sussex, Tazewell, Virginia Beach,
Warren, Washington, Westmoreland,
Wise, Wythe, and York.

Washington
Yakima.

West Virginia
None.

Wisconsin

Adams, Calumet, Columbia, Dane,
Dodge, Fond du Lac, Green, Green Lake,
Iowa, Kenosha, Milwaukee, Ozaukee,
Portage, Racine, Richland, Rock, Sauk,
Trempealeau, Walworth, Washington,
Waukesha, Waushara, and Winnebago.
Wyoming

None.

(f) Any acreage reduction required by
paragraph (d) of this section will be
applied beginning with the covered
commodity or peanuts with lowest
direct payment amount per acre until
the acreage reduction amount is
satisfied. Producers may agree to adjust
the acre reduction between covered
commodities and peanuts on the farm,
only to the extent the total acre
reduction amount does not change for
the farm, and all producers affected by
the adjustment agree to the adjustment
in writing.
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(g) For the purposes of this part,
fruits, vegetables, and wild rice planted
on base acreage of a farm under a DCP
or ACRE program contract:

(1) Will be considered harvested at
the time of planting, unless the
producer pays a fee to cover the cost of
a farm visit, in accordance with part 718
of this title, to verify that the fruit,
vegetable, or wild rice has been
destroyed before harvest, as determined
by the Deputy Administrator, or

(2) Will not be considered as planted
to a fruit, vegetable, or wild rice when
reported by a producer on the farm with
an intended use of green manure or
forage, as determined by the Deputy
Administrator, and a fee to cover the
cost of a farm visit is paid by the
producer, in accordance with part 718
of this title, to verify that the crop has
not been harvested.

(h) Unless otherwise specifically
included as a covered commodity in
accordance with this part, fruits and
vegetables include but are not limited to
all nuts except peanuts, certain fruit-
bearing trees and: Acerola (barbados
cherry), antidesma, apples, apricots,
aragula, artichokes, asparagus, atemoya
(custard apple), avocados, babaco
papayas, bananas, beans (except
soybeans, mung, adzuki, faba, and
lupin), beets—other than sugar,
blackberries, blackeye peas, blueberries,
bok spare choy, boysenberries,
breadfruit, broccoflower, broccolo-
cavalo, broccoli, brussel sprouts,
cabbage, cailang, caimito, calabaza,
carambola (star fruit), calaboose, carob,
carrots, cascadeberries, cauliflower,
celeriac, celery, chayote, cherimoyas
(sugar apples), canary melon,
cantaloupes, cardoon, casaba melon,
cassava, cherries, chinese bitter melon,
chicory, chinese cabbage, chinese
mustard, chinese water chestnuts,
chufes, citron, citron melon, coffee,
collards, cowpeas, crabapples,
cranberries, cressie greens, crenshaw
melons, cucumbers, currants, cushaw,
daikon, dasheen, dates, dry edible
beans, dunga, eggplant, elderberries,
elut, endive, escarole, etou, feijoas, figs,
gai lien, gailon, galanga, genip,
gooseberries, grapefruit, grapes,
guambana, guavas, guy choy, honeydew
melon, huckleberries, jackfruit,
jerusalem artichokes, jicama, jojoba,
kale, kenya, kiwifruit, kohlrabi,
kumquats, leeks, lemons, lettuce,
limequats, limes, lobok, loganberries,
longon, loquats, lotus root, lychee
(litchi), mandarins, mangos,
marionberries, mar bub, melongene,
mesple, mizuna, mongosteen, moqua,
mulberries, murcotts, mushrooms,
mustard greens, nectarines, ny Yu, okra,
olallieberries, olives, onions, opo,

oranges, papaya, paprika, parsnip,
passion fruits, peaches, pears, peas, all
peppers, persimmon, persian melon,
pimentos, pineapple, pistachios,
plantain, plumcots, plums,
pomegranates, potatoes, prunes,
pummelo, pumpkins, quinces,
radiochio, radishes, raisins, raisins
(distilling), rambutan, rape greens,
rapini, raspberries, recao, rhubarb,
rutabaga, santa claus melon, salsify,
saodilla, sapote, savory, scallions,
shallots, shiso, spinach, squash,
strawberries, suk gat, swiss chard, sweet
corn, sweet potatoes, tangelos,
tangerines, tangos, tangors, taniers, taro
root, tau chai, teff, tindora, tomatillos,
tomatoes, turnips, turnip greens,
watercress, watermelons, white sapote,
yam, and yam yu choy.

§1412.48 Planting Transferability Pilot
Project.

(a) Notwithstanding § 1412.47, for
each of the 2009 and subsequent crop
years, the Planting Transferability Pilot
Project (Project) will permit, in
accordance with the limitations and
provisions of this section only, the
planting of certain crops in certain
States on base acres without violating
the DCP or ACRE contract. Base acres on
farms participating in the Project will be
reduced an acre (or portion thereof) for
every acre (or portion thereof) planted
in the Project, for the year in which the
farm is participating in the Project.

(b) Producers interested in
participating in the Project must first be
enrolled in either a DCP or ACRE
program contract and submit an offer for
participation in the Project
accompanied by a copy of the contract
mentioned in paragraph (f) of this
section no later than March 1 of the
fiscal year in which participation in the
Project is desired. At the conclusion of
the signup period, CCC will determine
if it received more offers than the
acreage limitation paragraph (e) of this
section allows. If the offers exceed the
acreage limitation in the State, CCC will
conduct a lottery style selection process
and approve offers for participation in
the Project that will ensure that the
number of base acres eligible for each
year under the Project are not exceeded.
In the event that CCC cannot approve an
offer in its entirety, at CCC’s discretion,
CCC may give the producers the
opportunity to enroll less acres in the
Project. CCC will also notify producers
of the results of the selection process.
Under no circumstances can producers
challenge either the selection process
itself or the results via administrative
appeal. Producers in each of the States
mentioned in this section can elect to
participate in the Project with their offer

as accepted by CCC, or, if CCC elects to
offer approval of part of an offer,
participate with their offer as reduced
by CCC, or the producers can elect not
to participate in the Project.

(c) Signup for the Project will be
conducted as announced by the Deputy
Administrator.

(d) Under the Project, crops permitted
on DCP base acres are cucumbers, green
peas, lima beans, pumpkins, snap beans,
sweet corn, and tomatoes. These crops
eligible for participation in this Project
must be grown for processing.

(e) The States and the number of base
acres eligible during each crop year for
the Project under paragraph (a) of this
section are:

(i) 9,000 acres in Illinois,

(ii) 9,000 acres in Indiana,

(iii) 1,000 acres in Iowa,

(iv) 9,000 acres in Michigan,

(v) 34,000 acres in Minnesota,

(vi) 4,000 acres in Ohio, and

(vii) 9,000 acres in Wisconsin.

(f) To be eligible to participate in the
Project, producers on a farm must do all
of the following for the commodity
specified in paragraph (d) of this
section:

(i) Enter into a contract to produce the
commodity for processing;

(ii) Agree to produce the crop as part
of a program of crop rotation on the
farm to achieve agronomic and pest and
disease management benefits;

(iii) Report acreage and production of
the crop according to § 1412.66 and
provide evidence of disposition of the
crop; and

(iv) File a notice of loss according to
§1412.67, if the crop is either prevented
from being planted or is impacted by
disaster after planting.

(g) If base acres are recalculated while
a farm is participating in this Project,
the planting and production of a crop of
a commodity specified in paragraph (d)
of this section on base acres for which
a temporary reduction was made under
this section will be considered to be the
same as the planting and production of
the covered commodity or peanuts that
was reduced.

(h) Reports will be prepared for
Congress to periodically evaluate the
supply and price of fresh and processed
fruits and vegetables and evaluate if
producers of fresh fruits and vegetables
are being negatively impacted or
existing production capacities are being
supplanted.

(i) If DCP payments were issued prior
to enrollment in this Project, the
participants acknowledge that for the
particular year of participation in the
Project according to this section, DCP
payments will be based on temporarily
reduced base acres.
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(j) In the event an ACRE program
contract was approved either before or
after enrollment in this Project
according to this section, the ACRE
program contract participants
acknowledge that for the particular year
of participation in the Project according
to this section, ACRE payments will be
based on the temporarily reduced base
acres.

§1412.49 Apportionment of long and
medium grain rice.

(a) Rice base acres are established
pursuant to section 1101 of the Farm
Security and Rural Investment Act of
2002 (7 U.S.C. 7911) in effect on
September 30, 2007, specified in
§1412.3.

(b) Owners will designate the rice
base acres in paragraph (a) of this
section into two categories:

(i) Long grain rice, and

(ii) Medium grain rice. Medium grain
rice includes short grain rice.

(c) Owners on a farm will elect rice
base acres according to paragraph (b) of
this section, based on the 4-year average
of the percentages of:

(i) Acreage planted on the farm to
long grain rice and medium grain rice
during the 2003 through 2006 crop
years, plus

(ii) Any acreage on the farm that
producers were prevented from planting
to long grain and medium grain rice
during the 2003 through 2006 crop years
because of drought, flood, other natural
disaster, or other condition beyond the
control of the producers.

(d) If long grain or medium grain rice
was not planted on the farm in one or
more years during the 2003 through
2006 crop years, the percentages of
acreage planted in the applicable State
to long grain and medium grain rice will
be substituted for the “not planted”
years on the farm in paragraph (c) of this
section.

(e) If an election is not made
according to this section, the
percentages of acreage planted in the
applicable State to long grain and
medium grain rice will be used in
determining the base acres required in
paragraph (b) of this section for the
farm.

(f) The purpose of this section is to
determine long grain rice base and
medium grain rice base on the farm.
This section will not increase or
decrease the:

(i) Number of base acres on the farm;

(ii) Number of payment acres on the
farm; or

(iii) Payment yield on the farm from
that for rice under sections 1101 and
1102 of the Farm Security and Rural
Investment Act of 2002 (7 U.S.C. 7911,

7912), as in effect on September 30,
2007, subject to any adjustment required
in this part.

§1412.50 Matters of general applicability.

These regulations and CCC’s
interpretation of the regulations and
internal agency directives issued to
State and county FSA offices are matters
of general applicability and are not
individually appealable in
administrative appeals according to
§§11.3 and 780.5 of this title.
Additionally, these rules and any
decisions of CCC and FSA that are not
based on facts derived from an
individual participant’s application,
contract, or file, including but not
limited to, decisions of whether or not
to conduct a lottery, lottery selection
process and results, signup deadlines,
direct payment rates, counter-cyclical
payment rates, or any other generally
applicable payment rate or rates,
national average market prices,
determinations of production of crops
produced in a State or States, actual
State yields, benchmark State yields,
program guarantee price or prices, or
determinations of CCC regarding the
percentage of acreage of a crop in State
that is irrigated or non-irrigated, or any
other similar determination that is made
by CCC or FSA for use in all similarly
situated applications, are not appealable
under part 11 or part 780 of this title.
The only extent by which the matters
referenced in this section, and like
similar generally applicable matters, are
reviewable administratively in an
appeal forum is whether FSA’s or CCC’s
decision to apply the generally
applicable matter is factually accurate
and in conformance with the regulations
in this part.

Subpart E—Financial Considerations
Including Sharing Payments

§1412.51 Limitation of payments.

(a) The provisions of part 1400 of this
chapter apply to this part. Payments
under this part will not exceed the
amounts specified in part 1400 of this
chapter. As determined under that part,
no person may receive more than
$40,000 in direct payments or $65,000
in counter-cyclical payments with
respect to any contract or crop year. For
ACRE participants, no person may
receive more than in ACRE and counter-
cyclical payments and direct payments
combined, more than the sum of:

(1) $65,000 and

(2) The amount of the reduction in
direct payments required by the ACRE
contract.

(b) The amount of 2008 direct and
counter-cyclical payments for a farm

will not exceed the maximum amount
that would have been paid based on the
number of persons as determined in
accordance with part 1400 of this
chapter on the farm as of May 22, 2008.

(c) Except as provided in this section,
notwithstanding any other provision of
this part, for the 2009 and subsequent
crops, a producer on a farm will not
receive direct payments, counter-
cyclical payments, or ACRE payments if
the sum of the base acres of covered
commodities and peanuts on the farm is
10 acres or less. The 10-acre limitation
of this subsection will not apply to a
farm that is wholly-owned by a socially
disadvantaged farmer or rancher (as
defined in section 355(e) of the
Consolidated Farm and Rural
Development Act (7 U.S.C. 2003 (e))) or
a limited resource farmer or rancher, as
defined by the Secretary. If such farm is
owned by a legal entity, such as a
corporation, each individual or entity
with any interest in the entity must be
a socially disadvantaged or limited
resource farmer or rancher.

§1412.52 Direct payment provisions.

(a) For 2008 through 2012 contracts,
a final direct payment will be made to
eligible producers on a farm enrolled in
a contract with respect to covered
commodities and peanuts for which
payment yields and base acres are
established on or after October 1 of the
fiscal year following the fiscal year of
the contract in which the direct
payment was earned.

(b) For 2008 through 2011 contracts,
at the option of the producer, 22 percent
of the direct payment for the farm with
respect to covered commodities and
peanuts for which payment yields and
base acres are established will be paid
in any month from December through
September of the fiscal year of the
contract, as requested by the producer,
as an advance direct payment. Advance
direct payments are not available for the
2012 crop year. For any participant on
the contract to receive an advance direct
payment, all producers sharing in the
direct payments for the farm must:

(1) Be in compliance with all
requirements of the contract and the
requirements in this part at the time of
the advance payment;

(2) Sign the DCP or ACRE program
contract designating payment shares
and provide supporting and necessary
contractual documentation. If all
producers on the farm have not signed
the contract designating payment shares
in accordance with this paragraph, the
contract will not be considered
approved and no contract participant
will be eligible for any payment for that
farm for that contract. FSA has no
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obligation or responsibility to obtain
signatures or requisite documents for
DCP or ACRE program contract
participants; and

(3) Comply with the provisions of
parts 12 and 1400 of this title.

(c) If a producer declines to accept, or
is determined to be ineligible for all or
any part of the producer’s share of the
direct payment computed for the farm
in accordance with the provisions of
this section:

(1) The payment or portions thereof
will not become available to or for any
other producer and

(2) The producer must refund to CCC
any amounts representing payments that
exceed the payments determined by
CCC to have been earned under the
program authorized by this part. Part
1403 of this chapter is applicable to all
unearned payments.

(d) The payment rates used to
calculate direct payments with respect
to covered commodities and peanuts on
a farm enrolled in a contract are:

(1) Wheat—$0.52/bu.

(2) Corn—$0.28/bu.

(3) Grain sorghum—3$0.35/bu.

(4) Barley—$0.24/bu.

(5) Oats—3$0.024/bu.

(6) Upland cotton—$0.0667/1b.

(7) Long grain rice—$2.35/cwt.

(8) Medium grain rice—$2.35/cwt.

(9) Soybeans—$0.44/bu.

(10) Other oilseeds—$0.80/cwt.

(11) Peanuts—$36.00/ton.

(e) For 2008 through 2012 contracts,
subject to the limitations of § 1412.51
and part 1400 of this chapter, the final
direct payment amount to be paid to
participants on a farm enrolled in a
contract with respect to the covered
commodities or peanuts for which
payment yields and base acres are
established is equal to the product of:

(1) The payment rate specified in
paragraph (d) of this section, multiplied

(2) The relevant payment acres of the
covered commodity or peanuts on the
farm enrolled in a contract, minus any
acre reduction in accordance with
§1412.76(g), multiplied by

(3) The payment yield for the covered
commodity or peanuts on the farm
enrolled in a contract as determined in
accordance with §§1412.31 and
1412.32, minus

(4) Any reduction calculated in
accordance with subpart F of this part,
minus

(5) Any advance payment received in
accordance with paragraph (b) of this
section.

(f)(1) The payment of any amount due
any participant on a farm enrolled in a
contract will be made only after all
participants subject to the contract are

determined to be in full compliance
with the contract and the requirements
of this part.

(2) A producer on a farm enrolled in
a contract may receive a payment
amount due without respect to the
payment eligibility of other producers
on the farm if all the following apply:

(i) The contract participant is in
compliance with all contractual
provisions;

(ii) The participant is in full
compliance with the contract and the
requirements in this part;

(iii) The payment of such amount
does not affect adversely nor defeat the
purpose of the program, as determined
by the Deputy Administrator; and

(iv) The payment is approved by the
Deputy Administrator.

§1412.53 Counter-cyclical payment
provisions.

(a) For the 2008 through 2012
contracts, except as provided in subpart
G of this part, a counter-cyclical
payment will be made to eligible
participants on a farm enrolled in a DCP
contract with respect to covered
commodities and peanuts for which
payment yield and base acres are
established:

(1) Only if the effective price for the
covered commodity or peanuts, as
determined in accordance with
paragraph (b) of this section, is less than
the target price of the covered
commodity or peanuts, respectively, as
determined in accordance with
paragraph (c) of this section and

(2) As soon as practical, as
determined by the Deputy
Administrator, after the end of the 12-
month marketing year for the covered
commodity or peanuts, as applicable.

(b) For the purposes of paragraphs (a)
and (g) of this section, the effective price
for a covered commodity or peanuts,
respectively, is equal to the sum of the
following:

(1) The higher of:

(i) The national average market price
received by producers during the 12-
month marketing year for the covered
commodity or peanuts, as applicable, as
determined by the Secretary, or

(ii) For the 2008 crop year the
following rates:

(A) Wheat—$2.75/bu.

(B) Corn—$1.95/bu.

(C) Grain sorghum—3$1.95/bu.

(D) Barley—$1.85/bu.

(E) Oats—$1.33/bu.

(F) Upland cotton—$0.52/1b.

(G) Extra long staple cotton—$0.7977/
Ib.

(H) Long grain rice—$6.50/cwt.

(I) Medium grain rice—$6.50/cwt.

(J) Soybeans—$5.00/bu.

(K) Other oilseeds—$.30/cwt.

(L) Peanuts—$355.00/ton.

(2) The direct payment rate for the
covered commodity as provided in
§1412.52(d).

(c) For the purposes of paragraphs (a)
and (g) of this section, the target prices
are as follows:

(1) For the 2008 and 2009 crop years
(except as indicated):

(i) Wheat—$3.92/bu.

ii) Corn—$2.63/bu.
iii) Grain sorghum—$2.57/bu.
iv) Barley—$2.24/bu.
) Oats—$1.44/bu.
vi) Upland cotton—$0.7125/1b.
vii) Long grain rice—$10.50/cwt.
viii) Medium grain rice—$10.50/cwt.
ix) Soybeans—$5.80/bu.
) Other oilseeds—$10.10/cwt.
xi) Peanuts—$495.00/ton.

(xii) Dry peas—$8.32/cwt. (2009 crop
only).

(xiii) Lentils—$12.81/cwt. (2009 crop
only).

(xiv) Small chickpeas—$10.36/cwt.
(2009 crop only).

(xv) Large chickpeas—$12.81/cwt.
(2009 crop only).

(2) For each of the 2010 through 2012
crop years, the target prices are as
follows:

(i) Wheat—$4.17/bu.

(ii) Corn— $2.63/bu.

(iii) Grain sorghum—$2.63/bu.

(iv) Barley—$2.63/bu.

(v) Oats—$1.79/bu.

(vi) Upland cotton—$0.7125/1b.

(vii) Long grain rice—$10.50/cwt.
(viii) Medium grain rice—$10.50/cwt.
(
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(
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ix) Soybeans—$6.00/bu.
) Other oilseeds—$12.68/cwt.

xi) Peanuts—$495.00/ton

xii) Dry peas—$8.32/cwt.

xiii) Lentils—$12.81/cwt.

xiv) Small chickpeas—$10.36/cwt.

xv) Large chickpeas—$12.81/cwt.

(d) The payment rate used to calculate
counter-cyclical payments with respect
to covered commodities and peanuts for
which payment yields and base acres
are established on a farm enrolled in a
contract is equal to the result of:

(1) The target price of the covered
commodity or peanuts as determined in
accordance with paragraph (c) of this
section, minus

(2) The effective price of the covered
commodity or peanuts as determined in
accordance with paragraph (b) of this
section.

(e) For 2008 through 2012 DCP
contracts, when counter-cyclical
payments are required in accordance
with paragraph (a) of this section,
subject to the limitation in accordance
with §1412.51 and part 1400 of this
chapter, the final counter-cyclical
payment amount to be paid to producers
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on a farm enrolled in a contract with
respect to the covered commodities or
peanuts for which payment yields and
base acres are established is equal to the
product of:

(1) The payment rate determined in
accordance with paragraph (d) of this
section, multiplied by

(2) The relevant payment acres of the
covered commodity or peanuts, as
applicable, minus any acre reduction in
accordance with §1412.47(g),
multiplied by

(3) The payment yield for the covered
commodity or peanuts on the farm
enrolled in a contract as determined in
accordance with §1412.33, minus

(4) Any reduction calculated in
accordance with subpart F of this part
that was not satisfied by a reduction in
the direct payments for the farm
calculated in accordance with
§1412.52(e), minus

(5) Any partial payment received in
accordance with paragraphs (f) or (g) of
this section.

(f) For 2008 through 2012 DCP
contracts, partial counter-cyclical
payments will be paid, at the request of
the producer, if the Secretary
determines that a counter-cyclical
payment for the covered commodity or
peanuts, respectively, will be required
in accordance with paragraph (a)(1) of
this section. The first partial counter-
cyclical payment will:

(1) Be calculated in accordance with
paragraphs (e)(1) through (4) of this
section;

(2) Be an amount determined by the
Secretary not to exceed 40 percent of the
projected counter-cyclical payment for
the covered commodity or peanuts,
respectively; and

(3) Be made after completion of the
first 180 days of the marketing year for
that crop;

(g) To the extent practicable, the final
partial payment will be made beginning
on October 1 of the fiscal year starting
in the same calendar year as the end of
the marketing year for that crop.

(1) If a producer declines to accept, or
is determined to be ineligible for all or
any part of the producer’s share of the
counter-cyclical payment computed for
the farm in accordance with the
provisions of this section:

(i) The payment or portions thereof
will not become available for any other
producer and

(ii) The producer will refund to CCC
any amounts representing payments that
exceed the payments determined by
CCC to have been earned under the
program authorized by this part. Part
1403 of this chapter is applicable to all
unearned payments.

(2)(i) The payment of any amount due
any producer on a farm enrolled in a
contract will be made only after all the
producers subject to the contract are
determined to be in full compliance
with the contract and the requirements
in this part.

(ii) A participant on a farm enrolled
in a contract may receive a payment
amount due without regard to the
eligibility of other participants on the
enrolled and in compliance with
contract farm if:

(A) The participant is in full
compliance with the contract and the
requirements in this part;

(B) The payment of such amount does
not adversely affect or defeat the
purpose of the program, as determined
by the Deputy Administrator, or
designee; and

(C) The payment is approved by the
Deputy Administrator, or designee.

(h) The participants on a farm who
receive any advance counter-cyclical
payment must refund the portion of
such advance payments that exceeds the
actual counter-cyclical payment actually
earned for the covered commodity or
peanuts, as applicable.

§1412.54 Sharing of contract payments.

(a) Each eligible producer on a farm
will be given the opportunity to
annually enroll in a DCP or ACRE
program contract, as applicable, and
receive payments determined to be fair
and equitable as agreed to by all the
producers on the farm and approved by
the county committee.

(b) Each producer leasing a farm must
provide a copy of their written lease to
the county committee and, in the
absence of a written lease, must provide
to the county committee a complete
written description of the terms and
conditions of any oral agreement or
lease. An owner’s or landlord’s
signature, as applicable, affirming a zero
share on a contract may be accepted as
evidence of a cash lease between the
owner or landlord and tenant, as
applicable, as determined by CCC. Such
signature or signatures, if entered on the
contract to satisfy the requirement of
furnishing a written lease, must be
entered on the contract no later than as
prescribed in § 1412.41.

(c) When base acres are leased on a
share basis, neither the landlord nor the
tenant will receive 100 percent of the
contract payment for the farm.

(d) CCC will approve a contract for
enrollment and approve the division of
payment when all of the following
apply:

(1) The landlords, tenants, and
sharecroppers sign the contract and

agree to the payment shares shown on
the contract;

(2) CCC determines that the interests
of tenants and sharecroppers are being
protected; and

(3) CCC determines that the payment
shares shown on the contract do not
circumvent either the provisions of this
part or the provisions of part 1400 of
this chapter.

(e) For the 2008 crop year only:

(1) A lease will be considered to be a
cash lease if the lease provides for only
a guaranteed cash payment for a
specified amount or a fixed quantity of
the crop (for example, cash, pounds, or
bushels per acre).

(2) If a lease contains provisions that
require the payment of rent on the basis
of the amount of crop produced or the
proceeds derived from the crop, or the
interest such producer would have had
if the crop had been produced, or
combination thereof, such agreement
will be considered to be a share lease.

(3) If a lease provides for the greater
of a determinable guaranteed amount or
determinable share of the crop or crop
proceeds, such agreement will be
considered a share lease.

(4) If the lease is a cash lease, the
landlord is not eligible for direct or
counter-cyclical payments. The leasing
of grazing or haying privileges is not
considered cash leasing.

(f) For the 2009 through 2012 crop
years:

(1) A lease will be considered to be a
cash lease if the lease provides for only
a guaranteed cash payment for a
specified amount, or a fixed quantity of
the crop (for example, cash, pounds, or
bushels per acre).

(2) If a lease contains provisions that
require the payment of rent on the basis
of the amount of crop produced or the
proceeds derived from the crop, or the
interest such producer would have had
if the crop had been produced, or
combination thereof, such agreement
will be considered to be a share lease.

(3) If a lease provides for the greater
of a determinable guaranteed amount or
determinable share of the crop or crop
proceeds, such agreement will be
considered a cash lease.

(4) If the lease is a cash lease, the
landlord is not eligible for direct,
counter-cyclical, or ACRE program
payments. The leasing of grazing or
haying privileges is not considered cash
leasing.

§1412.55 Provisions relating to tenants
and sharecroppers.

(a) Neither direct nor counter-cyclical
nor ACRE program payments will be
made by CCC if:

(1) The landlord or operator has
adopted a scheme or device for the
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purpose of depriving any tenant or
sharecropper of the payments to which
such person would otherwise be
entitled under the program. If any of
such conditions occur or are discovered
after payments have been made, all or
any such part of the payments as the
State committee may determine must be
refunded to CCC; or

(2) The landlord terminated a lease in
violation of state law as determined by

a state court.
(b) [Reserved]

Subpart F—Contract Violations and
Reduction in Payments

§1412.61 Contract violations.

(a) Except as provided in paragraph
(b) of this section, violations of contract
requirements will result in the
termination of the contract. Upon such
termination, all producers subject to the
contract forfeit all rights to receive
direct, counter-cyclical, and ACRE
program payments on the farm for the
contract and must refund all payments
received, plus interest, to run from the
date of the CCC disbursement, as
determined in accordance with part
1403 of this chapter.

(b)(1) If there is a violation of
§1412.47 and CCC determines that a
violation is not serious enough to
warrant termination of the contract
under paragraph (a) of this section,
payments may be made to the producers
specified on the contract, but in an
amount that is reduced by an amount
equal to the sum of:

(i) The per-acre market value of the
fruits, vegetables, and wild rice, as
determined by the State Committee,
times the number of acres in violation,
plus

(ii) The direct, counter-cyclical, and
ACRE program payments for each such
acre.

(2) Producers must protect land
enrolled in DCP from weeds, including
noxious weeds, and erosion, including
providing sufficient cover if determined
necessary by the county committee. The
first violation of this provision will
result in a reduction in the direct
payments for the farm by an amount
equal to three times the cost of
maintenance of the acreage, but not to
exceed 50 percent of the total direct
payments for the farm. The second
violation of this provision will result in
a reduction in the direct payments for
the farm by an amount equal to three
times the cost of maintenance of the
acreage, not to exceed the total direct
payments for the farm. For the 2009 and
subsequent crop years, a third violation
of this provision will result in a
complete reduction of all payments

under the DCP or ACRE program
contract.

§1412.62 Fruit, vegetable, and wild rice
acreage reporting violations.

(a)(1) If an acreage report of fruits,
vegetables, or wild rice planted on base
acreage of a farm enrolled in DCP or the
ACRE program is inaccurate but within
tolerance as provided in paragraph (b) of
this section and CCC determines the
producer made a good faith effort to
comply with the provisions of this
section, the producers must accept a
reduction in the direct, counter-cyclical,
and ACRE program payments for each
such acre.

(2) If an acreage report of fruits,
vegetables, or wild rice planted on base
acreage of a farm enrolled in DCP is
inaccurate and exceeds the tolerance as
provided in paragraph (b) of this
section, but CCC determines the
producer made a good faith effort to
comply with the provisions of this
section, the producers must accept a
reduction in the direct, counter-cyclical,
and ACRE program payments for the
farm in an amount equal to the sum of:

(i) The direct, counter-cyclical, and
ACRE program payments in such year
for each such acre, plus

(ii) Twice the average dollar value of
the direct payment for the covered
commodity and peanut base acres
reduced because of the fruit, vegetable,
and wild rice plantings on such acre,
multiplied by the total number of acres
in violation.

(3) The contract will be terminated if
an acreage report of fruits, vegetables, or
wild rice planted on base acres of a farm
enrolled in DCP or ACRE program is
inaccurate, and the county committee
determines the producer did not make
a good faith effort to comply with the
provisions of this section. Upon such
termination, producers subject to such
contract must:

(i) Forfeit all rights to receive direct,
counter-cyclical, and ACRE program
payments for the farm;

(ii) Refund all direct, counter-cyclical,
and ACRE program payments received
for the farm under the contract, plus
interest as determined in accordance
with part 1403 of this chapter; and

(iii) Be determined to be ineligible for
all program benefits according to part
718 of this title.

(b) For the purposes of this section,
tolerance is the amount by which the
determined acreage may differ from the
reported acreage and still be considered
in compliance with program
requirements. Tolerance for fruits,
vegetables, and wild rice plantings is 5
percent of the reported fruit, vegetable,

and wild rice acreage, not to exceed 50
acres.

§1412.63 Contract liability.

All signatories to a DCP or ACRE
program contract are jointly and
severally liable for contract violations
and resulting repayments and penalties.

§1412.64 Inaccurate representation,
misrepresentation, and scheme or device.

(a) Producers must report and certify
program matters accurately. Errors in
reporting may impact eligibility or
extent of eligibility. Benefits under this
part will be based on the most correct
information available. Producers are
responsible for refunding, with interest
from the date of the CCC disbursement,
any program benefits that were paid
based on incorrect program information.

(b) For those cases in which FSA
determines that an inaccurate
representation or certification is a
misrepresentation or scheme or device,
such person will be ineligible to receive
DCP or ACRE payments and will have
the person’s interest in all contracts
terminated if it is determined that such
person has done any of the following:

(1) Adopted any scheme or device
that tends to defeat the purpose of this
part;

(2) Made any fraudulent
representation;

(3) Misrepresented any fact affecting a
DCP, ACRE program, or determination
made pursuant to part 1400 of this
chapter; or

(4) Violated or been determined
ineligible under § 1400.5 of this chapter.

(c) Any remedies taken by FSA or
CCC in accordance with this section
will be in addition to any other civil or
other remedies that may be available,
including, but not limited to, those
provided in part 1400 of this chapter.

§1412.65 Offsets and assignments.

(a) Except as provided in paragraph
(b) of this section, any payment or
portion thereof to any person will be
made without regard to questions of title
under State law and without regard to
any claim or lien against the crop, or
proceeds thereof, in favor of the owner
or any other creditor except agencies of
the U.S. Government. The regulations
governing offsets and withholdings
found at part 1403 of this chapter apply
to contract payments.

(b) Any participant entitled to any
payment may assign any payments in
accordance with regulations governing
the assignment of payments found at
part 1404 of this chapter.

§1412.66 Acreage and production reports.
(a) As a condition of eligibility for
payments under this part, the operator
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or owner must accurately submit a
report of all cropland acreage on the
farm in accordance with part 718 of this
title.

(b) Producers enrolled in the Project
according to § 1412.48 and those
seeking payments under subpart G of
this part, must accurately submit a
report of production, no later than the
acreage reporting date for the crop in the
year immediately following the crop
year of the reported crop acreage, for
each crop either enrolled in the Project
according to § 1412.48 or for each
covered commodity or peanuts on a
farm enrolled in an ACRE program
contract for which an acreage report
greater than zero acres was filed
according to paragraph (a) of this
section. The report of production must
be accompanied by documentation
acceptable to CCC. The report must
include the date harvest was completed.
Records of production acceptable to
CCC may include those specified in:

(1) Commercial receipts, settlement
sheets, warehouse ledger sheets, or load
summaries of the crop that was sold or
otherwise disposed of through
commercial channels provided the
records are reliable or verifiable as
determined by CCC; and

(2) Such documentary evidence such
as contemporaneous measurements,
truck scale tickets, and
contemporaneous diaries, as is
necessary in order to verify the
information provided if the crop has
been fed to livestock or otherwise
disposed of other than through
commercial channels, provided the
records are reliable or verifiable as
determined by CCC. If the crop will be
disposed of through retail sales, such as
roadside stands, u-pick, etc. and the
producer will not be able to certify
acceptable records of production, the
producer must request an appraisal of
the crop acreage prior to harvest.

§1412.67 Notices of loss.

(a) Provided that a notice of loss
pursuant to part 1437 of this chapter has
not already been filed, at least one
producer having a share of a crop
planted either pursuant to § 1412.48 or
a producer with a share of crop of each
covered commodity or peanuts on a
farm enrolled in an ACRE program
contract must provide a notice of loss to
CCC in the administrative FSA office for
the farm, within:

(1) For prevented planting claims, 15
calendar days after the final planting
date,

(2) For low yield claims and allowable
value loss, the earlier of:

(i) 15 calendar days after the
damaging weather or adverse natural

occurrence or date loss of the crop or
commodity becomes apparent for low
yield claims or

(i) 15 calendar days after the normal
harvest date.

(b) For each crop for which a notice
of loss is filed, producers must provide
the following information:

(1) Crop by type or variety, as
applicable;

(2) The cause of the crop damage;

(3) Date the loss occurred, as
applicable;

(4) Date the damage or loss became
apparent;

(5) The existence of a guaranteed
payment through a contract or
agreement for planted acreage as
opposed to delivery of production, if
one exists;

(6) Type of crop loss occurred, for
example, prevented planting or low
yield;

(7) Practices employed to grow the
crop, for example, irrigated or non-
irrigated;

(8) For prevented planting:

(i) Total acreage intended to be
planted to the crop in the administrative
county;

(ii) Total acreage planted by the
producer to the crop in the
administrative county;

(iii) Whether a purchase, delivery, or
arrangement for purchase or delivery
was made for seed, chemicals, fertilizer,
etc.; and

(iv) What and when land preparation
measures, for example, cultivation, etc.
were completed and indicate what has
been done or will be done with the
acreage, for example, abandoned,
replanted, etc.

(9) For low yield:

(i) Total acreage planted by the
producer to the crop in the
administrative county;

(ii) Total acreage of the crop in the
administrative county affected;

(iii) What and when land preparation
measures and practices, for example,
cultivation, planting, irrigated, etc. were
completed before and after the loss; and

(iv) What will be done with the
affected crop acreage, for example,
harvested, destroyed and replanted to a
different crop, abandoned, etc.

(10) Any such other information
requested by CCC to establish the loss.

(c) A notice of loss provided beyond
the time specified in paragraph (a) of
this section may be considered timely
filed if, at the discretion of CCC,
provided at such time to permit an
authorized CCC representative the
opportunity to:

(1) Verify the information on the
notice of loss by inspection of the
specific acreage or crop involved; and

(2) Determine, based on information
obtained by inspection of the specific
acreage or crop involved, that an eligible
cause of loss, as opposed to other
circumstance, caused the claimed
damage or loss.

(d) Crop acreage that will not be
harvested, that is acreage that is to be
abandoned or destroyed, must be left
intact and producers must request, in
the administrative FSA office for the
acreage, a crop appraisal and release of
crop acreage by a FCIC- or CCC-
approved loss adjustor:

(1) Prior to destruction or
abandonment of the crop acreage or

(2) No later than the normal harvest
date, as determined by CCC.

§1412.68 Compliance with highly erodible
land and wetland conservation provisions.

The provisions of part 12 of this title
apply to this part.

§1412.69 Controlled substance violations.
The provisions of part 718 of this title
apply to this part.

Subpart G—Average Crop Revenue
Election (ACRE) Program

§1412.71 Administration.

(a) All of the provisions of this part
apply to this subpart. To the extent that
there is a conflict with the provisions of
this part and subpart G of this part, the
provisions of subpart G of this part
apply.
(b) [Reserved]

§1412.72 Availability and election of
alternative approach.

(a) As an alternative to receiving
counter-cyclical payments under
§ 1412.53, and in exchange for a 20-
percent reduction in direct payments
under § 1412.52, as well as 30-percent
reduction in established marketing
assistance loan rates with respect to all
covered commodities and peanuts on a
farm, during each of the 2009, 2010,
2011, and 2012 crop years, as
applicable, depending on the year the
producer initially elects the ACRE
option, producers, including owners, on
a farm will have until June 1 of 2009 to
make an irrevocable election to instead
receive ACRE program payments,
computed in accordance with the
regulations of this part, for the 2009
crop year through and including the
2012 crop year. During each of the 2010,
2011, and 2012, crop years, as
applicable, depending on the year the
producer initially elects the ACRE
option, producers, including owners, on
a farm will have until June 1, or such
earlier date as may be determined and
announced at the discretion of the
Deputy Administrator, of 2010, 2011,
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and 2012, as applicable, to make an
irrevocable election to instead receive
ACRE program payments, computed in
accordance with the regulations of this
part, for the initial crop year for which
the election is made through and
including the 2012 crop year.

(b) If producers elect the ACRE option
for a farm in accordance with
paragraphs (a) and (d) of this section,
any DCP contract enrolled prior to a
timely election in a fiscal year will be
considered withdrawn according to
§1412.41(b). The producers must still
choose whether or not to enroll the
ACRE elected farm in an ACRE program
contract. DCP payments issued for the
fiscal year of such election, including
advance and partial program payments,
must be refunded. No payments will be
made available to participants under an
ACRE program contract until such time
as refunds have been remitted and
enrollment has occurred as provided in
this part, unless the Deputy
Administrator determines to collect the
refund instead by a setoff against the
ACRE payment. Under no
circumstances will election be
construed to be an intent to enroll or an
enrollment in the ACRE program.

(c) If a marketing assistance loan
(including marketing assistance loans
that have been repaid or immediately
repaid) or loan deficiency payment has
been computed prior to election of the
ACRE option, the persons electing the
ACRE option:

(1) Acknowledge that such marketing
assistance loan (including any loan
repayments) and loan deficiency
payments will be recomputed based on
reduced marketing assistance loan rates,

(2) Agree to immediately refund to
CCC the difference in the amount of
marketing assistance loan (including
loan repayments) and loan deficiency
payments as a result of the ACRE
election.

(d) Eligible producers, including
owners, on a farm electing ACRE
participation by June 1 of:

(1) 2009, will be considered to have
irrevocably elected the ACRE option for
the 2009, 2010, 2011, and 2012 crop
years and, if applicable, withdrew prior
enrolled 2009 DCP contracts according
to § 1412.41(b);

(2) 2010, or such earlier date
determined and announced at the
discretion of the Deputy Administrator,
will be considered to have irrevocably
elected the ACRE option for the 2010,
2011, and 2012 crop years and, if
applicable, withdrew prior enrolled
2010 DCP contracts according to
§1412.41(b);

(3) 2011, or such earlier date
determined and announced at the

discretion of the Deputy Administrator,
will be considered to have irrevocably
elected the ACRE option for the 2011
and 2012 crop years and, if applicable,
withdrew prior enrolled 2011 DCP
contracts according to § 1412.41(b); or

(4) 2012, or such earlier date
determined and announced at the
discretion of the Deputy Administrator,
will be considered to have irrevocably
elected the ACRE option for the 2012
crop year and, if applicable, withdrew
prior enrolled 2012 DCP contracts
according to § 1412.41(b).

(e) If all of the producers on a farm fail
to make an election under paragraphs
(a) and (d), make different elections
under paragraph (a), or fail to timely
elect as required by paragraph (d), all of
the producers on the farm will be
deemed to have not made the ACRE
election option and instead, provided
DCP contract enrollment was previously
made pursuant to this part, receive
counter-cyclical payments under
§1412.53 for all covered commodities
and peanuts on the farm, and to
otherwise not have made the election
described in paragraph (a), for the
applicable crop years.

(f) Eligible producers on a farm who
elect the ACRE option according to this
section are making the irrevocable
election for all of the farm as constituted
on the date of election irrespective of
whether the same producers are present
on the farm in subsequent years and
irrespective of whether there is a change
of ownership. That is, the producer
election is binding on the farm, not just
the producers on the farm at the time of
the election. An election is for the entire
farm and not for part of a farm. If the
total number of planted and considered
planted acres to all covered
commodities and peanuts of the
producers on the farm exceeds the total
base acreage of the farm that is enrolled
pursuant to this part, the producers on
the farm may choose which commodity
or commodities the ACRE option will
apply to under this section. Although
the election according to paragraph (b)
of this section is irrevocable, for a farm
enrolled as specified in this part, each
year following the election by the final
acreage reporting date for the crop the
producers on a farm already having the
ACRE option elected may choose the
commodity or commodities the ACRE
option will apply to under this section.

(g) “Timely elected” under this
section means all requisite signatures of
eligible producers on a farm are entered
on the election form and accompanied
by supportive and necessary contractual
documents according to § 1412.3.

(h) Unless an earlier date is
determined and announced at the

discretion of the Deputy Administrator,
the election deadline for the ACRE
option is June 1 as specified in
§1412.72(d) and there is no late file
election period. The enrollment
deadlines specified in this part and
§1412.41 apply to enrollments of farms
under DCP contracts or ACRE program
contracts. For election of ACRE in a
fiscal year, all requisite signatures and
supportive documentary evidence must
be furnished by June 1, or such earlier
date determined and announced at the
discretion of the Deputy Administrator.
ACRE elections will not be construed to
be ACRE contract enrollments.
Participants must enroll in an ACRE
contract to participate in ACRE
following election.

(i) Under no circumstances will the
ACRE election option be permitted
except as provided in this section.
ACRE elections will not be approved
unless all producers, including owners,
on a farm at time of election have signed
the form electing the option. The ACRE
election will not be approved before all
producers, including owners, on a farm
have signed the ACRE election form. A
producer’s signature with other
producers on a DCP contract enrolled
prior to the submission of an election
form will not be deemed evidence of the
producer’s agreement with those other
producers with regard to election. An
election of the ACRE option not having
all requisite signatures of producers on
a farm by the election deadline of the
year in which election is made will not
be considered submitted to CCC for the
purpose of election in that fiscal year
and will not be acted on or approved.

In all cases, it is the responsibility of the
operator and owners of a farm to submit
all requisite signatures of producers
necessary for election.

(j) Except as provided in paragraph (k)
of this section, electing the ACRE option
is irrevocable. Eligible producers may
not withdraw an ACRE election option
at any time. The provisions of
§1412.41(b) do not apply to ACRE
elections.

(k) Any producer with an interest in
a farm having made the ACRE election
according to this section may
unilaterally revoke the election for all of
the farm if the election and revocation
are both filed by the producer prior to
the election deadline established for the
initial year of election. The revocation
must be submitted in writing to CCC no
later than close of business on the date
of the election deadline of the initial
year of election. There are no late file
provisions available for revocation of
the ACRE election. No other revocations
of the ACRE election will be permitted
under this part in order to comply with
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the irrevocability mandated in law.
Accordingly, relief provisions in part
718, subpart D, of this title are not
applicable to revocation of the ACRE
election.

(1) In the event an ACRE election is
revoked according to paragraph (k) of
this section, the ACRE program contract,
if enrolled, will be considered likewise
withdrawn according to § 1412.41(b)
and any and all payments issued under
such contract must be refunded
according to part 1403 of this chapter.

§1412.73 Sharing of ACRE payments.

(a) Each eligible producer on a farm
will be given the opportunity to elect
the ACRE option and receive payments
determined to be fair and equitable as
agreed to by all producers on the farm
and approved by the county committee.

(b) The provisions of § 1412.54(f)

regarding the classification of leases
apply to ACRE.

§1412.74 Prior enroliment in DCP.

(a) If a farm was enrolled in a DCP
contract according to subpart D of this
part in a crop year prior to the time in
which the producer elected the ACRE
option according to § 1412.72:

(1) The ACRE election option in such
crop year will be considered a request
to have the DCP contract withdrawn for
that crop year. To participate in an
annual ACRE program contract
following election, the farm must be
enrolled under an ACRE program
contract by the producers according to
this part. The election will in no way be
construed by CCC to be an enrollment.

(2) All direct and counter-cyclical
payments issued to any participant on
that farm must be refunded to CCC.

(b) [Reserved]

§1412.75 Notice of Election.

(a) CCC will provide notice to
operators and owners of record
regarding the opportunity to make each
of the elections described in § 1412.72.
The notice will include information:

(1) On the opportunity of the
producers on a farm to make the
election and

(2) Regarding the manner in which
the election must be made and the time
periods and manner in which notice of
the election must be submitted to the
CCC.

(b) CCC will provide the notice
mentioned in paragraph (a) of this
section to the operator and owners of
record. The operator and owners are
responsible for notifying all producers
on the farm of the information
contained in the notice.

§1412.76 Payments.

In the case of producers on a farm
who make an election to receive ACRE
payments for any of the 2009 through
2012 crop years for all covered
commodities and peanuts and where
enrollment according to this part has
subsequently occurred, and where all
other eligibility provisions have been
satisfied, CCC will make ACRE
payments available to the producers on
a farm in accordance with this subpart.
For each of the 2009 through 2012 crop
years, as applicable when enrollment
has occurred following election, CCC
will make ACRE payments beginning
October 1, or as soon as practicable
thereafter, after the end of the applicable
marketing year for the covered
commodity or peanuts.

(a) CCC will make ACRE payments
available to the producers on a farm for
each crop year if the farm was enrolled
according to this part following the
election and:

(1) The actual State revenue for the
crop year for the covered commodity or
peanuts in the State determined under
paragraph (c) of this section is less than

(2) The ACRE program guarantee for
the crop year for the covered commodity
or peanuts in the State determined
under paragraph (d) of this section.

(b) Provided that the farm is enrolled
following election and all other
eligibility provisions are met, CCC will
make ACRE payments available to the
producers on a farm in a State for a crop
year only if (as determined by CCC):

(1) The actual farm revenue for the
crop year for the covered commodity or
peanuts, as determined under paragraph
(h) of this section is less than

(2) The farm ACRE benchmark
revenue for the crop year for the covered
commodity or peanuts, as determined
under paragraph (i) of this section.

(c) The amount of the actual State
revenue for a crop year of a covered
commodity or peanuts will equal the
product obtained by multiplying the
average actual State yield for each
planted acre for the crop year for the
covered commodity or peanuts
determined under paragraph (c)(1) of
this section and the national average
market price for the crop year for the
covered commodity or peanuts
determined under paragraph (c)(2) of
this section.

(1) The average actual State yield for
each planted acre for a crop year for a
covered commodity or peanuts in a
State will equal, as determined by CCC,

(i) The quantity of the covered
commodity or peanuts that is produced
in the State during the crop year,
divided by

(ii) The number of acres that are
planted to the covered commodity or
peanuts in the State during the crop
year and

(2) The national average market price
for a crop year for a covered commodity
or peanuts in a State will equal the
greater of

(i) The national average market price
received by producers during the 12-
month marketing year for the covered
commodity or peanuts, as determined
by the Secretary, or

(ii) The established marketing
assistance loan rate for the covered
commodity or peanuts as reduced
according to § 1412.72.

(d) The ACRE program guarantee for
a crop year for a covered commodity or
peanuts in a State will equal 90 percent
of the product obtained by multiplying

(1) The average benchmark State yield
for each planted acre for the crop year
for the covered commodity or peanuts
in a State determined under paragraph
(e) of this section and

(2) The ACRE program guarantee
price for the crop year for the covered
commodity or peanuts determined
under paragraph (f) of this section.

(i) In the case of each of the 2010
through 2012 crop years, the ACRE
program guarantee for a crop year for a
covered commodity or peanuts in
paragraph (d) of this section will not
decrease or increase more than 10
percent from the guarantee for the
preceding crop year. The increase or
decrease in the state revenue guarantee
for a covered commodity or peanuts will
be applicable to all ACRE program
participants in a State, regardless of the
year the participant first elected ACRE
or enrolled.

(ii) [Reserved]

(e) The average benchmark State yield
for each planted acre for a crop year for
a covered commodity or peanuts in a
State is equal to the average yield per
planted acre for the covered commodity
or peanuts in the State for the most
recent 5 crop year yields, excluding
each of the crop years with the highest
and lowest yields, using National
Agricultural Statistics Service data to
the extent possible.

(1) If CCC cannot establish the average
benchmark State yield for each planted
acre for a crop year for a covered
commodity or peanuts in a State in
accordance with this paragraph or if the
yield determined is an unrepresentative
average yield for the State (as
determined by the CCC), CCC will
assign a benchmark State yield for each
planted acre for the crop year for the
covered commodity or peanuts in the
State on the basis of:
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(i) Previous average yields for a period
of 5 crop years, excluding each of the
crop years with the highest and lowest
yields or

(ii) Average benchmark State yields
for planted acres for the crop year for
the covered commodity or peanuts in
similar States.

(2) [Reserved]

(f) The ACRE program guarantee price
for a crop year for a covered commodity
or peanuts in a State is the simple
average of the national average market
price received by producers of the
covered commodity or peanuts for the
most recent 2 crop years, as determined
by CCC.

(g) In the case of a State in which at
least 25 percent of the acreage planted
to a covered commodity or peanuts in
the State is irrigated and at least 25
percent of the acreage planted to the
covered commodity or peanuts in the
State is not irrigated, CCC will calculate
a separate ACRE program guarantee for
the irrigated and non-irrigated areas of
the State for the covered commodity or
peanuts.

(h) The amount of the actual farm
revenue for a crop year for a covered
commodity or peanuts will equal the
amount determined by multiplying:

(1) The actual yield for the covered
commodity or peanuts of the producers
on the farm and

(2) The national average market price
for the crop year for the covered
commodity or peanuts.

(i) The farm ACRE benchmark
revenue for the crop year for a covered
commodity or peanuts will equal the
sum obtained by adding:

(1) The amount determined by
multiplying

(i) The average yield per planted acre
for the covered commodity or peanuts of
the producers on the farm for the most
recent 5 crop years, excluding each of
the crop years with the highest and
lowest yields and

(ii) The ACRE program guarantee
price for the applicable crop year for the
covered commodity or peanuts in a
State and

(2) The amount of the per acre crop
insurance premium required to be paid
by the producers on the farm for the
applicable crop year for the covered
commodity or peanuts on the farm.

(j) If ACRE payments are required to
be paid for any of the 2009 through 2012
crop years of a covered commodity or
peanuts under this section, the amount
of the ACRE payment to be paid to the
producers on the farm for the crop year
under this section will be equal to the
product obtained by multiplying:

(1) The lesser of—

(i) The difference between—

(A) The ACRE program guarantee for
the crop year for the covered commodity
or peanuts in the State and

(B) The actual State revenue from the
crop year for the covered commodity or
peanuts in the State and

(ii) 25 percent of the ACRE program
guarantee for the crop year for the
covered commodity or peanuts in the
State;

(2)(i) For each of the 2009 through
2011 crop years, 83.3 percent of the
acreage planted or considered planted to
the covered commodity or peanuts for
harvest on the farm in the crop year and

(ii) For the 2012 crop year, 85 percent
of the acreage planted or considered
planted to the covered commodity or
peanuts for harvest on the farm in the
crop year; and

(3) The quotient obtained by
dividing—

(i) The average yield per planted acre
for the covered commodity or peanuts of
the producers on the farm for the most
recent 5 crop years, excluding each of
the crop years with the highest and
lowest yields, by

(ii) The benchmark State yield for the
Crop year.

§1412.77 Transfer of land and succession-
in-interest.

(a) Land subject to an ACRE election
will continue to be subject to the
election even if there is a transfer of
land or change in interest of any
producer on the farm. If a new owner or
operator or producer purchases or
obtains the right and interest in, or right
to occupancy of, the land subject to an
ACRE election option, such new owner
or operator or producer, upon the
approval of CCC, may choose to become
a participant to a new ACRE contract
with CCC with respect to such
transferred land in accordance with
§1412.41.

(b) A succession in interest to an
ACRE program contract may be
permitted if there has been a change in
the operation of a farm such as:

(1) A sale of land,;

(2) A change of operator or producer,
including a change in a partnership that
increases or decreases the number or
changes who are partners;

(3) A foreclosure, bankruptcy, or
involuntary loss of the farm;

(4) A change in the producer shares to
reflect changes in the producer’s share
of the crop(s) that were originally
approved on the contract; or

(5) Another change as otherwise
determined by the Deputy
Administrator by which the succession
will not adversely affect nor defeat the
purpose of the program.

(c) A succession in interest to an
ACRE program contract is not permitted
if CCC determines that the change:

(1) Is not for all the time remaining
under the ACRE program contract;

(2) Results in a violation of the
landlord-tenant provisions specified in
§1412.55; or

(3) Adversely affects or otherwise
defeats the purpose of the program.

(d) The provisions of § 1412.46(c) and
(d) apply to ACRE participation.

(e) In any case in which a payment or
payments have previously been made to
a predecessor, such payment will not be
paid to the successor, unless such
payment has been refunded in full by
the predecessor, in accordance with
§1412.41(d).

§1412.78 Violations.

(a)(1) If a participant fails to carry out
the terms and conditions of an ACRE
contract, CCC may terminate the ACRE
contract.

(2) If the ACRE contract is terminated
by CCC in accordance with this
paragraph:

(i) The participant will forfeit all
rights to further payments under such
contract and refund all payments
previously received together with
interest;

(ii) Pay liquidated damages to CCC in
such amount as specified in such
contract.

(iii) The acreage is ineligible for
further DCP and ACRE participation
from the time of termination through
2012 regardless of the reason or reasons
for such termination; and

(b) If the Deputy Administrator
determines such failure does not
warrant termination of such contract,
the Deputy Administrator may authorize
relief as the Deputy Administrator
deems appropriate. Participants are not
entitled to either relief or even the
consideration of relief under this
paragraph. Relief under this paragraph
is solely discretionary by the Deputy
Administrator.

(c) CCC may reduce a demand for a
refund under this section to the extent
CCC determines that such relief would
be appropriate and will not deter the
accomplishment of the goals of the
program.

§1412.79 Executed ACRE contract not in
conformity with regulations.

If, after an ACRE contract is approved
by CCC, it is discovered that such ACRE
contract is not in conformity with the
provisions of this part, the provisions of
this part will prevail.
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§1412.80 Division of program payments
and provisions relating to tenants and
sharecroppers.

(a) Payments received under this
subpart will be divided in the manner
specified in the applicable contract or
agreement and CCC will ensure that
producers, who would have an interest
in acreage being offered, receive
treatment that CCC deems to be
equitable, as determined by the Deputy
Administrator. CCC may refuse to enter
into a contract when there is a
disagreement among persons seeking
enrollment as to a person’s eligibility to
participate in the contract as a tenant
and there is insufficient evidence to
indicate whether the person seeking
participation as a tenant does or does
not have an interest in the acreage
offered for enrollment in ACRE.

(b) CCC may remove an operator or
tenant from an ACRE contract when the
operator or tenant:

(1) Requests, in writing to be removed
from the ACRE contract;

(2) Files for bankruptcy and the
trustee or debtor in possession fails to
affirm the contract, to the extent
permitted by the provisions of
applicable bankruptcy laws;

(3) Dies during the contract period
and the Administrator of the estate fails
to succeed to the contract within a
period of time determined by the
Deputy Administrator; or

(4) Is the subject of an order of a court
of competent jurisdiction requiring the
removal from the ACRE contract of the
operator or tenant and such order is
received by FSA, as determined by the
Deputy Administrator.

(c) In addition to the provisions in
paragraph (b) of this section, tenants
must maintain their tenancy throughout
the contract period in order to remain
on a contract. Tenants who fail to
maintain tenancy on the acreage under
contract, including failure to comply
with provisions under applicable State
law, may be removed from a contract by
CCC. CCC will assume the tenancy is
being maintained unless notified
otherwise by a ACRE participant
specified in the applicable contract.

Signed in Washington, DC, December 19,
2008.
Glen L. Keppy,

Acting Executive Vice President, Commodity
Credit Corporation.

[FR Doc. E8-30763 Filed 12-23-08; 11:15
am]

BILLING CODE 3410-05-P

FEDERAL RESERVE SYSTEM

12 CFR Part 201
[Regulation A]

Extensions of Credit by Federal
Reserve Banks

AGENCY: Board of Governors of the
Federal Reserve System.

ACTION: Final rule.

SUMMARY: The Board of Governors of the
Federal Reserve System (Board) has
adopted final amendments to its
Regulation A to reflect the Board’s
approval of a decrease in the primary
credit rate at each Federal Reserve Bank.
The secondary credit rate at each
Reserve Bank automatically decreased
by formula as a result of the Board’s
primary credit rate action.

DATES: The amendments to part 201
(Regulation A) are effective December
29, 2008. The rate changes for primary
and secondary credit were effective on
the dates specified in 12 CFR 201.51, as
amended.

FOR FURTHER INFORMATION CONTACT:
Jennifer J. Johnson, Secretary of the
Board (202/452-3259); for users of
Telecommunication Devices for the Deaf
(TDD) only, contact 202/263-4869.

SUPPLEMENTARY INFORMATION: The
Federal Reserve Banks make primary
and secondary credit available to
depository institutions as a backup
source of funding on a short-term basis,
usually overnight. The primary and
secondary credit rates are the interest
rates that the twelve Federal Reserve
Banks charge for extensions of credit
under these programs. In accordance
with the Federal Reserve Act, the
primary and secondary credit rates are
established by the boards of directors of
the Federal Reserve Banks, subject to
the review and determination of the
Board.

The Board approved requests by the
Reserve Banks to decrease by 75 basis
points the primary credit rate in effect
at each of the twelve Federal Reserve
Banks, thereby decreasing from 1.25
percent to 0.50 percent the rate that
each Reserve Bank charges for
extensions of primary credit. As a result
of the Board’s action on the primary
credit rate, the rate that each Reserve
Bank charges for extensions of
secondary credit automatically
decreased from 1.75 percent to 1.00
percent under the secondary credit rate
formula. The final amendments to
Regulation A reflect these rate changes.

The 75-basis-point decrease in the
primary credit rate was associated with
a decrease in the target for the federal

funds rate (from 1.00 percent to a target
range of 0 to %4 percent) approved by
the Federal Open Market Committee
(Committee) and announced at the same
time. A press release announcing these
actions indicated that:

Since the Committee’s last meeting, labor
market conditions have deteriorated, and the
available data indicate that consumer
spending, business investment, and
industrial production have declined.
Financial markets remain quite strained and
credit conditions tight. Overall, the outlook
for economic activity has weakened further.

Meanwhile, inflationary pressures have
diminished appreciably. In light of the
declines in the prices of energy and other
commodities and the weaker prospects for
economic activity, the Committee expects
inflation to moderate further in coming
quarters.

The Federal Reserve will employ all
available tools to promote the resumption of
sustainable economic growth and to preserve
price stability. In particular, the Committee
anticipates that weak economic conditions
are likely to warrant exceptionally low levels
of the federal funds rate for some time.

Regulatory Flexibility Act Certification

Pursuant to the Regulatory Flexibility
Act (5 U.S.C. 605(b)), the Board certifies
that the new primary and secondary
credit rates will not have a significantly
adverse economic impact on a
substantial number of small entities
because the final rule does not impose
any additional requirements on entities
affected by the regulation.

Administrative Procedure Act

The Board did not follow the
provisions of 5 U.S.C. 553(b) relating to
notice and public participation in
connection with the adoption of these
amendments because the Board for good
cause determined that delaying
implementation of the new primary and
secondary credit rates in order to allow
notice and public comment would be
unnecessary and contrary to the public
interest in fostering price stability and
sustainable economic growth. For these
same reasons, the Board also has not
provided 30 days prior notice of the
effective date of the rule under section
553(d).

12 CFR Chapter II
List of Subjects in 12 CFR Part 201

Banks, Banking, Federal Reserve
System, Reporting and recordkeeping.

Authority and Issuance
m For the reasons set forth in the

preamble, the Board is amending 12
CFR Chapter II to read as follows:
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PART 201—EXTENSIONS OF CREDIT
BY FEDERAL RESERVE BANKS

(REGULATION A) and 461.

m 1. The authority citation for part 201

Authority: 12 U.S.C. 248(i)—(j), 343 et seq.,
347a, 347b, 347c, 348 et seq., 357, 374, 374a,

m 2.In § 201.51, paragraphs (a) and (b)
are revised to read as follows:

§201.51 Interest rates applicable to credit
extended by a Federal Reserve Bank.!

(a) Primary credit. The interest rates
for primary credit provided to
depository institutions under § 201.4(a)

continues to read as follows: are:
Federal Reserve Bank Rate Effective
[2T0T) (o] o K TSP P RN 0.50 | December 17, 2008.
New York . 0.50 | December 16, 2008.
Philadelphia . 0.50 | December 18, 2008.
Cleveland .... 0.50 | December 16, 2008.
Richmond 0.50 | December 16, 2008.
Atlanta ..... 0.50 | December 16, 2008.
Chicago ... 0.50 | December 16, 2008.
St. Louis .. 0.50 | December 17, 2008.
Minneapolis .... 0.50 | December 16, 2008.
Kansas City .... 0.50 | December 16, 2008.
Dallas ................ 0.50 | December 17, 2008.
SAN FranCISCO ....ccciiiiieiiiiie ettt et e e neee s 0.50 | December 16, 2008.
(b) Secondary credit. The interest depository institutions under 201.4(b)
rates for secondary credit provided to are:
Federal Reserve Bank Rate Effective

=01 (o] o RPN 1.00 | December 17, 2008.
New York ..... 1.00 | December 16, 2008.
Philadelphia . 1.00 | December 18, 2008.
Cleveland .... 1.00 | December 16, 2008.
Richmond ... 1.00 | December 16, 2008.
Atlanta ..... 1.00 | December 16, 2008.
Chicago ... 1.00 | December 16, 2008.
St. Louis .. 1.00 | December 17, 2008.
Minneapolis .... 1.00 | December 16, 2008.
Kansas City .... 1.00 | December 16, 2008.
Dallas ................ 1.00 | December 17, 2008.
SaN FranCiSCO ...uuvviiiiiiieiieieee et 1.00 | December 16, 2008.

By order of the Board of Governors of the
Federal Reserve System, December 22, 2008.

Jennifer J. Johnson,

Secretary of the Board.

[FR Doc. E8—30819 Filed 12—24-08; 8:45 am]
BILLING CODE 6210-01-P

NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Parts 712 and 741
RIN 3133—AD20

Credit Union Service Organizations

AGENCY: National Credit Union
Administration (NCUA).
ACTION: Final rule.

SUMMARY: NCUA is issuing a final rule
amending its credit union service
organization (CUSO) regulation. The
amendment adds two new categories of

1The primary, secondary, and seasonal credit
rates described in this section apply to both

permissible CUSO activities: Credit card
loan origination and payroll processing
services. The amendment also adds new
examples of permissible CUSO activities
within existing categories and expands
the permissible scope of certain services
to include persons eligible for credit
union membership. The amendment
imposes new regulatory limits on the
ability of credit unions to recapitalize
their CUSOs in certain circumstances.
Although the CUSO rule generally only
applies to federal credit unions (FCUs),
the amendment revises and extends to
all federally insured credit unions the
provisions ensuring that credit union
regulators have access to books and
records and that CUSOs are operated as
separate legal entities; however, the rule
also contains a procedure through
which state regulators may seek an
exemption from the access to records
provisions for credit unions in their
state. The amendment clarifies that
CUSOs may buy and sell participations
in loans they are authorized to originate.

advances and discounts made under the primary,

Finally, the amendment deletes as
unnecessary the section in the current
rule concerning amendment requests.
These amendments clarify the rule,
enhance CUSO operations, and address
safety and soundness concerns.

DATES: This rule will become effective
on January 28, 2009.

FOR FURTHER INFORMATION CONTACT: Ross
P. Kendall, Staff Attorney, Office of
General Counsel, at the above address or
telephone (703) 518-6540.

SUPPLEMENTARY INFORMATION:
A. Background

FCUs have the authority to lend up to
1% of their paid-in and unimpaired
capital and surplus and to invest an
equivalent amount in credit union
organizations. 12 U.S.C.1757(5)(D),
(7)(1). NCUA regulates this FCU lending
and investing authority in the CUSO
rule. 12 CFR Part 712. The CUSO rule
permits an FCU to invest in or lend to
a CUSO only if the CUSO primarily

secondary, and seasonal credit programs,
respectively.
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serves credit unions, its membership, or
the membership of credit unions
contracting with the CUSO. 12 CFR
712.3(b).

NCUA'’s policy is to review its
regulations periodically to ‘“update,
clarify and simplify existing regulations
and eliminate redundant and
unnecessary provisions.” Interpretive
Ruling and Policy Statement (IRPS) 87—
2, Developing and Reviewing
Government Regulations. NCUA notifies
the public about the review, which is
conducted on a rolling basis, so that a
third of its regulations are reviewed
each year. This amendment is, in part,
a result of NCUA’s 2007 review under
IRPS 87-2, which covered the middle
third of the regulations, including part
712. The amendment is intended to
update and clarify the regulation.

B. Proposed Rule

On April 17, 2008, the NCUA Board
issued a proposed rule to amend Part
712. 73 FR 23982 (May 1, 2008). The
proposal described each of the changes
covered in this final rule, including a
discussion of the reason for each
change, and an invitation for public
comment. NCUA also solicited
comment on whether to change the rule
to allow for a majority owner of a CUSO
to conduct a consolidated opinion audit,
although the Board was not proposing
that change. The public comment period
closed on June 30, 2008. NCUA received
comments regarding the proposed
changes from five credit unions, six
national trade associations, eight state
credit union trade associations, one law
firm and four CUSOs, for a total of
twenty-four comments. Of these, three
commenters also addressed the
consolidated opinion audit question.

Summary of Comments

A. General. Many commenters
supported most aspects of the proposal,
generally agreeing in principle with the
approach of expanding CUSO authority
and providing clarification through the
addition of examples under approved
categories, including the ability to buy
and sell participations in loans they are
authorized to make. Several commenters
urged NCUA to expand authority by
authorizing CUSOs to engage in any
activity permissible for FCUs. Eight
commenters specifically requested
NCUA authorize CUSOs to make car
loans, including direct lending and the
purchase of retail installment sales
contracts from vehicle dealerships,
noting advantages that would flow to
credit unions from the ability to
consolidate and leverage in this
business. Another commenter suggested

NCUA authorize CUSOs to engage in
payday lending as well.

The Board has elected not to expand
CUSO lending authority beyond that
which was proposed. A primary
rationale for allowing CUSOs to engage
in loan origination is, in some cases,
such as business, student and real estate
lending, a level of expertise that may
not be attainable by individual credit
unions is necessary for a successful loan
program. While the Board is convinced
successful administration of a credit
card program requires this type of
specialization and expertise, the same is
not true in the case of vehicle lending,
which most credit unions are able to
manage successfully at the individual
credit union level. In response to the
comments suggesting CUSOs should be
permitted to engage in any activity
permissible for FCUs, the Board notes
the statutory authority for FCU activities
is separate from the authority granted to
FCUs to lend to and invest in CUSOs,
which provides CUSOs are “‘primarily
to serve the needs of member credit
unions” and provide “services which
are associated with the routine
operations of credit unions.” 12 U.S.C.
1757(5)(D), 1757(7)(1).

Some commenters questioned the
wisdom and the authority of allowing
CUSOs to expand into new areas. These
commenters pointed out that NCUA
lacks direct supervisory authority over
CUSOs and other third party service
providers and so suggested that
expansions would lead to safety and
soundness concerns. Two of these
commenters also criticized what they
characterized as continued erosion of
the distinction between services that
CUSOs may provide for credit unions
and services that may be provided to
credit union members and others. One
commenter suggested the credit union
charter is in danger of simply becoming
a shell, permitting the ownership of
businesses that are allowed to engage in
virtually any pursuit available to the
credit union.

B. Specific Comments and NCUA
response. Upon consideration of the
public comments, the NCUA Board has
made some changes in the final rule.
The specific comments and NCUA’s
responses are discussed in the following
section-by-section analysis.

Expansion of certain services to
persons within the field of membership.
Several commenters supported the
proposal to expand the range of
individuals for whom CUSOs may
provide certain types of services.
Supporters noted their agreement with
the logic in the proposal that the
enactment of the Financial Services
Regulatory Relief Act of 2006 (FSRRA;

Pub. L. 109-351, sections 502-503; 120
Stat. 1966 (2006)), authorizing credit
unions to provide certain services to
individuals within their field of
membership even though the
individuals were not members, supports
a parallel argument broadening the
scope for CUSOs offering comparable
services if primarily limited to the same
population. A few suggested the
categories of service be more closely
correlated to the specific services
authorized by FSRRA; one suggested the
proposal be broadened, in view of the
open-ended nature of the statutory term
“money transfer instrument” as used in
FSRRA.

Some commenters opposed the
expansion, asserting that FSRRA makes
no mention of CUSOs and, thus, the
proposed expansion is unauthorized.
One commenter, representing the
banking industry, also challenged the
basic premise underlying all CUSO
services provided to natural persons,
whether a credit union member or not.
The commenter argued that the original
intent of Congress in amending the FCU
Act to allow FCUs to invest in or lend
to CUSOs was that CUSOs would only
provide services to credit unions, not to
their members. The commenter also
specifically criticized NCUA’s
reluctance to define what the term
“primarily serves” means and noted
that, in this context in particular, the
potential for a significant expansion of
CUSQO services is present.

The Board has considered these
arguments but has determined to
proceed with the concept of creating an
expanded scope of individuals who are
eligible to receive certain CUSO
services. With respect to the “original
intent” argument, the Board notes that
the FCU Act contains no restriction on
FCUs making loans to or investing in a
CUSO that provides services to natural
persons as opposed to credit unions. An
FCU may make a loan to a CUSO
“established primarily to serve the
needs of its member credit unions, and
whose business relates to the daily
operations of credit unions.” 12 U.S.C.
1757(5)(D). An FCU may invest in a
CUSO ““providing services which are
associated with the routine operation of
credit unions.” 12 U.S.C. 1757(7)(I). The
legislative history cited by the
commenter in support of its view relates
only to the authority of FCUs to make
loans to CUSOs. It has no bearing on the
investment authority. Moreover, the
referenced legislative history contains a
listing of the types of services the
committee members envisioned a CUSO
would provide, and while most of the
services listed are services typically
provided to credit unions, the listing
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also includes “non-profit debt
counseling services.” H.R. Rep. No. 95—
23, at 11 (1977), reprinted in 1977
U.S.C.C.A.N. 105, 115. Thus, the
original listing of services includes a
service that would only be provided to
individuals. This service has been an
approved CUSO category since the
original CUSO rule was promulgated in
1979. Since that time, the rule has
evolved and now includes numerous
services that are intended to be
provided to individuals.

With respect to the expansion of the
scope argument, the Board notes the
intention of FSRRA is to encourage
FCUs to reach out to individuals in the
community who have no formal
relationship with a depository
institution but who are in need of
certain basic financial services, such as
check cashing and wire transfer
services. With the enactment of FSRRA,
FCUs can offer these services to
individuals regardless of their
membership status, so long as they are
within the FCU’s field of membership.
A CUSQ’s authority has always been
derivative; since FSRRA has expanded
the scope of services that FCUs may
provide, the Board believes a parallel
expansion for CUSOs is appropriate and
supportable.

The Board has, however, re-evaluated
the approach taken in the proposed rule
and has determined to clarify and
narrow the scope of this provision. The
proposed rule simply noted that
services covered in FSRRA
“correspond” to the checking and
currency services and the electronic
transaction services categories in the
CUSO rule. 73 FR 23982—383. The Board
now believes that some, but not all, of
the services described in these two
categories correlate with the scope of
FSRRA. The Board has determined
some of the examples listed under these
two categories in the CUSO rules, such
as data processing, electronic income
tax filing, and ATM services are not
within the scope of services
contemplated by the authority FSRRA
granted to FCUs and that is the basis for
the expansion for CUSOs. Moreover, the
categories in the CUSO rule are not
designed as defining limits, but rather
are set out, with illustrative examples,
to outline the types of services
permissible for CUSOs. Therefore, the
final rule clarifies the services CUSOs
may provide to individuals who are not
credit union members but simply within
the field of membership by expressly
referencing the regulation applicable to
FCUs. Accordingly, the final CUSO rule
cross-references § 701.30, which
implements the FSRRA authority for
FCUs, and indicates FCUs with a loan

or an investment with a CUSO engaged
in providing any of these particular
services will be considered compliant
with our rule to the extent the CUSO
provides them primarily to persons
within the FCU’s field of membership.

Credit card loan origination. The
majority of commenters supported this
amendment, noting agreement with the
advantages described in the preamble to
the proposed rule, such as improved
efficiencies and creation of an industry-
based alternative for credit unions
seeking to sell their portfolios. Other
commenters, however, questioned the
wisdom of this expansion, suggesting
that NCUA lacked sufficient oversight
authority for CUSOs and that the
proposal would result in increased
safety and soundness risks. The NCUA
Board disagrees with the commenters
who oppose this expanded authority for
FCUs and, for the reasons stated in the
preamble to the proposed rule, adopts
the proposed amendment without
change.

The Board notes, in this respect,
concerns some commenters identified
about an FCU’s ability to acquire a
participation interest in a portfolio
consisting of credit card loans. In the
preamble to the proposed rule, the
Board observed that, given the
revolving, open-end nature of credit
cards, NCUA'’s loan participation rule
would not support a sale to an FCU of
a participation interest in a credit card
portfolio. NCUA'’s loan participation
rule contemplates an acquisition of a
specific portion of a discrete loan or
schedule of loans. 12 CFR 701.22. By its
nature, a credit card portfolio consists of
many individual, dynamic, credit
relationships: typically, new card
holders enter the pool underlying the
portfolio, and credit limits for existing
card holders in the pool may change.
Under the loan participation rule, either
event would require modifications to
the original schedule of loans as well as
approval from the credit union’s board
or investment committee. 12 CFR
701.22(d)(3), (4). Of equivalent concern,
credit cards by their nature have no
discrete maturity date. It is unclear how
a participant, once having made its
purchase, would know when its interest
has matured and may be recouped.
Without tracking specific payments
received on specific accounts in the
portfolio, a participant’s interest appears
to be more closely aligned with the
overall performance of the portfolio
than with any discrete segment of it. In
this respect, it resembles an investment
rather than a participation.

Extending examination and corporate
separateness requirements to federally
insured, state chartered credit unions

(FISCUs). Several commenters opposed
this aspect of the proposal. Some
characterized it as unnecessary, while
others objected to the increased
compliance burden on credit unions. A
few questioned whether NCUA has the
authority to impose this requirement;
one added that NCUA lacked expertise
to conduct this type of review. The
commenter representing state credit
union regulators suggested NCUA
should continue to rely primarily on
cooperation with state regulators and
should specifically exempt credit
unions from compliance in states in
which the regulatory structure is
adequate. The commenter opposed an
across the board application of the rule,
noting that it could simply add another
layer of regulation without an
improvement in regulatory oversight.
This commenter recognized the validity
of NCUA'’s insistence on corporate
separateness for all federally insured
credit unions but asked that NCUA
specifically set out the regulatory
requirement in part 741, rather than
incorporate the provisions by
reference.? This commenter also
advocated creation of thresholds for
application of the rule, with certain
types of business exempt from
compliance and suggested the proposal
not apply where a credit union simply
has a loan to the CUSO or a de minimis
investment.

In view of these comments, the Board
has determined to adopt and
incorporate into the rule a procedure
whereby a state credit union regulator
can request an exemption for FISCUs in
that state from compliance with
§712.3(d)(3), based on a showing to the
appropriate NCUA regional director of
three things: first, current state law
provides the regulator with full rights of
access to relevant books and records of
the CUSO; second, the regulator is
willing and able to provide NCUA with
equal access; and, third, access must be
available to NCUA on its own timetable.
The final version of § 712.10
incorporates these concepts. The
procedure outlined here is similar to
that which applies in the member
business loan context and enables a
state regulator to initiate a request for an
exemption which, if approved by the
NCUA Board, would exempt FISCUs
chartered in that state from compliance

1Part 741, which sets out requirements for federal
share insurance, is divided into two subparts: the
first subpart has requirements on insurance
applicable to both FCUs and state chartered credit
unions not addressed elsewhere in the regulations.
The second subpart part identifies and incorporates
by reference provisions in other parts of the
regulations, which apply to FCUs, that also apply,
in whole or in part, to FISCUs.
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with this requirement of the CUSO rule.
See 12 CFR 723.20.

The Board has not adopted the other
recommended restrictions the
commenters advocated. The Board is
not persuaded as to the merit of these
other elements. Risk to the credit union
derives from the transactions in which
the CUSO is engaged, not the extent or
character of the credit union’s interest
in it. While some lines of business for
CUSOs are less risky than others, any
CUSO engaged in a business affecting
member money, member transactions,
or member personal information
presents a potential risk. Where a CUSO
is engaged in a low volume, low risk
venture, NCUA is unlikely to have a
reason to insist on access to its books
and records. Since it is the access, rather
than the requirement of having an
agreement with the CUSO, that presents
the burden to institutions, the Board
believes an exception based on line of
business is likewise not warranted.

Reciprocity. The Board has retained
the proposed change in § 712.3(d)(3), as
discussed in the preamble to the
proposed rule, to require an FCU’s
agreement with its CUSO to permit
access not only to NCUA but also to any
state regulator having supervisory
responsibility over any FISCU that has
a loan, an investment, or a contractual
agreement for products or services with
the CUSO. This requirement assures a
regulator with responsibility for a credit
union can review and evaluate the risk
to which its institutions may be
exposed. Even though NCUA enjoys a
cooperative relationship with state
credit union regulators and typically
shares relevant information with them,
the Board recognizes there may be
circumstances in which access to books
and records is useful or necessary for
the state regulator. At the same time, the
Board does not anticipate that extending
the rule in this way will result in an
inordinate number of requests for access
by state regulators to CUSO books and
records.

Transition Period for Compliance.
The Board has also retained in the final
rule the provisions in the proposal
providing FISCUs with time to develop
and enter agreements with their CUSOs
and to obtain legal opinions addressing
corporate separateness issues. Similarly,
the final rule provides a transition
period for FCUs with loans to or
investments in CUSOs to make changes
in the agreements they currently have
with their CUSOs. As discussed in the
proposal, the compliance date the rule
establishes for each of these changes is
not earlier than six months following
the date of publication of the final rule
in the Federal Register.

Prior approval for certain CUSO
recapitalizations. Several commenters
opposed this aspect of the proposal.
Some suggested notice to NCUA, rather
than prior approval, should be
sufficient; one national trade association
suggested changing the threshold below
which approval is necessary to credit
unions with a net worth of less than
four percent. Notwithstanding these
comments, for the safety and soundness
reasons discussed in the preamble to the
proposed rule, the Board has
determined to retain this provision and
adopts the amendment as proposed.

Elimination of specific amendment
procedures in part 712. Half the
commenters opposed eliminating the
specific amendment procedures in
§712.7. Most indicated they prefer the
unique procedure in the rule, even
though a generic amendment procedure
is available in part 791. Commenters
noted they did not want to have to rely
on the three-year rolling regulatory
review underlying the generic
amendment process and, also, that
changes in the financial sector can occur
rapidly and, therefore, the sixty-day
time limits in the CUSO rule are
preferable. One commenter suggested
NCUA keep the unique amendment
provisions but extend the applicable
time limits if necessary.

Notwithstanding these comments, the
Board has determined to eliminate the
amendment provisions from part 712, as
discussed in the preamble to the
proposed rule. The Board notes, in this
respect, that the generic amendment
provisions in part 791 are not tied to the
three-year cycle NCUA follows in
reviewing its regulations. Members of
the public may request an amendment
to any rule, at any time, under the
procedures in part 791. If circumstances
warrant, NCUA is able to move quickly
and can, if necessary, issue an interim
final rule effective within a short time
frame. 5 U.S.C. 553(b)(B). Accordingly,
the separate amendment provisions in
§712.7 are redundant and unnecessary.

Payroll services. A substantial number
of commenters supported this
expansion. Banking industry
commenters noted opposition, however,
suggesting the change would serve to
further erode what they see as the credit
union’s principal mission of serving
individual consumers, especially those
of modest means. The Board notes FCUs
have provided services and support to
their members who are entrepreneurs
and small business owners for many
years and enabling CUSOs to provide
this service to those members is a
logical, efficient expansion of CUSO
authority. Accordingly, the Board is
adopting this amendment as proposed.

Additional Examples of Permissible
Activities Within Approved Categories.
The proposed rule outlined several new
examples of permissible CUSO activities
related to the routine daily operation of
credit unions, including real estate
settlement services, employee leasing
and support, purchase of non-
performing loans, business counseling
and related services for credit union
business members, and referral and
processing of loan applications for
members turned down by the credit
union. The Board has determined to
include each of these examples in the
final rule.

The Board has received requests
during the comment period for this
rulemaking and previously to consider
permitting CUSOs to provide stored
value products, such as gift cards, pre-
paid credit cards, postage stamps,
transportation tokens, and so forth, to
credit union members. Although not
included specifically in the proposed
rule, the Board concludes that stored
value products should be added as an
illustration under § 712.5(a), Checking
and currency services. Section 712.5(a)
is amended to add a new example titled
“stored value products.” The Board
intends stored value products in part
712 to have the same meaning as
provided in the incidental powers rule
for FCUs. 12 CFR 721.3(k). Currently,
CUSOs provide check cashing, currency
services, and sale of money orders
under § 712.5(a)(1), (2), and (3). The
Board believes permitting persons to
convert their funds into stored value
products may, in many instances,
provide a safer and more convenient
transaction. Like many of the CUSO
services, the Board also believes selling
stored value products, such as gift cards,
pre-paid credit cards, postage stamps,
transportation tokens, and similar
media, is not an economical endeavor
for individual credit unions yet is one
that credit unions would like to make
available. Therefore, this additional
example is added in the final rule.

Loan Participations. For the reasons
outlined in the proposed rule, the Board
has also determined to include in the
final rule the clarifying amendment
specifying that CUSOs are authorized to
buy and sell participations in loans they
are authorized to make.

Other aspects. Two commenters
expressed support for allowing a credit
union with a majority ownership
interest in a CUSO to obtain a
consolidated opinion audit. Another
commenter, noting the expense of
procuring an opinion audit can be
significant, suggested the rule be revised
by incorporating a de minimis
threshold. The commenter suggested the
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rule should provide that a non-opinion
audit be given to investors with less
than a controlling interest (the
commenter suggested less than 20%
ownership as the measure) but at least
$50,000 and a separate opinion audit
only be required where the interest is at
least $200,000.

The Board has determined not to
adopt this modification for the
following reasons. A financial statement
audit provides the advantage of an
independent, qualified and licensed
third party attesting to the fair
presentation of the CUSO’s financial
statements in accordance with generally
accepted accounting principles as of a
given date. A third party relies on this
opinion in conducting its due diligence
surrounding an investment decision. A
non-opinion audit by either a licensed
or unlicensed person does not provide
that opinion the Board is seeking to
guide credit union investment
decisions.

CUSOs that must consolidate their
financial statements with a parent credit
union owner already receive a
consolidated financial statement audit.
Expanding the scope of that engagement
to include a separate, CUSO-only
financial statement audit does not
double the cost. CUSOs that are not
required to consolidate their financial
statements with a parent credit union
already must obtain a separate financial
statement audit, so the current rule does
not impose substantial, additional
burden on CUSOs.

Finally, the Board notes that the
numbering and placement of new or
updated authorities in § 712.5 are
different than were proposed. The final
rule maintains the numbering and
placement in the current rule by adding
the two new subsections at the end of
the existing rule, rather than in the
middle. This should eliminate
confusion where interested parties make
reference to particular provisions in the
future. The Board believes these
changes are consistent with its ongoing
efforts to reduce regulatory burden
while assuring that credit unions
operate in a safe and sound manner.

Regulatory Procedures

Regulatory Flexibility Act

As noted in the proposed rule, the
Regulatory Flexibility Act (RFA)
requires NCUA to prepare an analysis to
describe any significant economic
impact any proposed regulation may
have on a substantial number of small
entities. NCUA considers credit unions
having less than ten million dollars in
assets to be small for purposes of RFA.
Interpretive Ruling and Policy

Statement (IRPS) 87—2 as amended by
IRPS 03-2. The proposed changes to the
CUSO rule impose minimal compliance
obligations by requiring credit unions to
comply with certain one-time regulatory
requirements concerning agreements
with CUSOs and maintenance of
separate corporate identities. Of the
3,599 credit unions (FCUs and FISCUs)
with assets of less than ten million
dollars that filed a form 5300 call report
with NCUA as of December 31, 2007,
only 195 reported any interest in a
CUSO. Since approximately only 5.5%
of credit unions meeting the small credit
union definition reported having any
interest in CUSOs of any type, NCUA
has determined and certifies that the
final rule will not have a significant
economic impact on a substantial
number of small credit unions.
Accordingly, the NCUA has determined
that an RFA analysis is not required.

Paperwork Reduction Act

The final rule contains information
collection requirements. As required by
the Paperwork Reduction Act of 1995
(44 U.S.C. 3507(d)), NCUA submitted a
copy of the proposed amendments as
part of an information collection
package to the Office of Management
and Budget (OMB) for its review and
approval of a modification of any
existing collection of information. On
November 25, 2008, the OMB approved
the modification request and re-assigned
the collection Control Number 3133—
0149.

Executive Order 13132

Executive Order 13132 encourages
independent regulatory agencies to
consider the impact of their actions on
state and local interests. In adherence to
fundamental federalism principles,
NCUA, an independent regulatory
agency as defined in 44 U.S.C. 3502(5),
voluntarily complies with the executive
order. The major aspects of the rule
apply only to federally-chartered credit
unions. There is some impact on state
chartered, federally-insured credit
unions. By law, these institutions are
already subject to numerous provisions
of NCUA’s rules, based on the agency’s
role as the insurer of member share
accounts and the significant interest
NCUA has in the safety and soundness
of their operations. In developing the
proposal and the final rule, NCUA
worked closely with representatives of
the state credit union regulatory
community. The final rule incorporates
a mechanism by which states may
request an exemption from coverage of
the rule for institutions in that state,
provided certain criteria are met. In any
event, the final rule will not have

substantial direct effects on the states,
on the relationship between the national
government and the states, or on the
distribution of power and
responsibilities among the various
levels of government. NCUA has
determined that this proposal does not
constitute a policy that has federalism
implications for purposes of the
executive order.

The Treasury and General Government
Appropriations Act, 1999—-Assessment
of Federal Regulations and Policies on
Families

The NCUA has determined that this
proposed rule will not affect family
well-being within the meaning of
section 654 of the Treasury and General
Government Appropriations Act, 1999,
Public Law 105-277, 112 Stat. 2681
(1998).

Small Business Regulatory Enforcement
Fairness Act

The Small Business Regulatory
Enforcement Act of 1996 (Pub. L. 104—
121) provides generally for
congressional review of agency rules. A
reporting requirement is triggered in
instances where NCUA issues a final
rule as defined by section 551 of the
Administrative Procedure Act. 5 U.S.C.
551. The Office of Management and
Budget has determined that this rule is
not a major rule for purposes of the
Small Business Regulatory Enforcement
Fairness Act of 1996.

List of Subjects
12 CFR Part 712

Administrative practices and
procedure, Credit, Credit unions,
Investments, Reporting and
recordkeeping requirements.

12 CFR Part 741

Bank deposit insurance, Credit
unions, Reporting and recordkeeping
requirements.

By the National Credit Union
Administration Board on December 18, 2008.
Mary F. Rupp,

Secretary of the Board.

m Accordingly, NCUA amends 12 CFR
parts 712 and 741 as follows:

Part 712—CREDIT UNION SERVICE
ORGANIZATIONS (CUSOs)

m 1. The authority citation for part 712
continues to read as follows:

Authority: 12 U.S.C. 1756, 1757(5)(D), and
(7)), 1766, 1782, 1784, 1785 and 1786.

m 2. Amend § 712.1 by revising the last
sentence to read as follows:
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§712.1 What does this part cover? internal controls, as deemed necessary (h)* * *
* % * Sections 712.3(d)(3) and 712.4 of by NCUA or the state credit union . (4) E{eal e*state iettlel:lent services;

this part apply to state-chartered credit
unions and their subsidiaries, as
provided in § 741.222 of this chapter.

m 3. Amend § 712.2 by adding a new
paragraph (d)(3) to read as follows:

§712.2 How much can an FCU invest in or
loan to CUSOs, and what parties may
participate?

* * * * *

(d)* * *

(3) Special rule in the case of less
than adequately capitalized FCUs. This
paragraph (d)(3) applies in the case of
either an FCU that is currently less than
adequately capitalized, as determined
under part 702, or where the making of
an investment in a CUSO would render
the FCU less than adequately
capitalized under part 702. Before
making an investment in a CUSO, the
FCU must obtain prior written approval
from the appropriate NCUA regional
office if the making of the investment
would result in an aggregate cash
outlay, measured on a cumulative basis
(regardless of how the investment is
valued for accounting purposes) in an
amount in excess of one percent of the
credit union’s paid in and unimpaired
capital and surplus.

* * * * *

§712.3 [Amended]

m 4. Amend § 712.3 as follows:

m a. Amend paragraph (b) by removing
the period at the end of the sentence
and adding the phrase *“; provided,
however, that with respect to any
approved CUSO service, as set out in

§ 712.5, that also meets the description
of services set out in § 701.30 of this
chapter, this requirement is met if the
CUSO primarily provides such services
to persons who are eligible for
membership in the FCU or are eligible
for membership in credit unions
contracting with the CUSO.” in its
place.

m b. Revise paragraph (d)(3) to read as
follows:

§712.3 What are the characteristics of and
what requirements apply to CUSOs?

* * * * *

(d) * *x %

(3)(i) Provide NCUA, its
representatives, and the state credit
union regulatory authority having
jurisdiction over any federally insured,
state-chartered credit union with an
outstanding loan to, investment in or
contractual agreement for products or
services with the CUSO with complete
access to any books and records of the
CUSO and the ability to review CUSO

regulatory authority in carrying out their
respective responsibilities under the Act
and the relevant state credit union
statute.

(ii) The effective date for compliance
with this section is June 29, 2009.

* * * * *

m 5. Amend §712.5 as follows:

m a. Amend paragraph (a)(2) by

removing the word “and” after the

semicolon;

m b. Amend paragraph (a)(3) by adding

“and” after the semicolon;

m c. Add a new paragraph (a)(4);

m d. Amend paragraph (b)(9) by

removing the word “and” after the

semicolon;

m e. Amend paragraph (b)(10) by adding

“and” after the semicolon;

m f. Add a new paragraph (b)(11);

m g. Amend paragraph (c) by removing

the semicolon at the end of the sentence

and replacing it with the phrase: “,

including the authority to buy and sell

participation interests in such loans;”

m h. Amend paragraph (d) by removing

the semicolon at the end of the sentence

and replacing it with the phrase: “,

including the authority to buy and sell

participation interests in such loans;”

m i. Amend paragraph (f)(5) by removing

the word “and” after the semicolon ;

m j. Amend paragraph (f)(6) by adding

“and” after the semicolon;

m k. Amend paragraph (h)(2) by

removing the word “and’ after the

semicolon;

m . Amend paragraph (h)(3) by adding

“and” after the semicolon;

m m. Amend paragraph (j)(2) by

removing the word “and” after the

semicolon;

m n. Amend paragraph (j)(3) by adding

“and” after the semicolon;

m 0. Add new paragraphs (f)(7), (h)(4),

and (j)(4) through (j)(6);

m p. Amend paragraph (n) by removing

the semicolon at the end of the sentence

and replacing it with the phrase: “,

including the authority to buy and sell

participation interests in such loans;”

m 0. Add new paragraphs (s) and (t).
The additions read as follows:

§712.5 What activities and services are

preapproved for CUSOs?
* * * * *

(a] * * %

(4) Stored value products.

(b) E R

(11) Employee leasing services
* * * * *

(f] * * %

(7) Business counseling and
consultant services;
* * * * *

(') * % %

(1}) Real estate settlement services;

(5) Purchase and servicing of non-
performing loans; and

(6) Referral and processing of loan
applications for members whose loan
applications have been denied by the
credit union;

(s) Credit card loan origination;

(t) Payroll processing services.

§712.7 [Removed and Reserved]

m 6. Remove and reserve § 712.7.

m 7. Add anew §712.10 to read as
follows:

§712.10 How can a state supervisory
authority obtain an exemption for state
chartered credit unions from compliance
with §712.3(d)(3)?

(a) The NCUA Board may exempt
federally insured credit unions in a
given state from compliance with
§712.3(d)(3) if the NCUA Board
determines the laws and procedures
available to the supervisory authority in
that state are sufficient to provide
NCUA with the degree of access to
CUSO books and records it believes is
necessary to evaluate the safety and
soundness of credit unions having
business relationships with CUSOs
owned by credit union(s) chartered in
that state.

(b) To obtain the exemption, the state
supervisory authority must submit a
copy of the legal authority pursuant to
which it secures access to CUSO books
and records to NCUA'’s regional office
having responsibility for that state,
along with all procedural and
operational documentation supporting
and describing the actual practices by
which it implements and exercises the
authority.

(c) The state supervisory authority
must also provide the regional director
with an assurance that NCUA examiners
will be provided with co-extensive
authority and will be allowed direct
access to CUSO books and records at
such times as NCUA, in its sole
discretion, may determine necessary or
appropriate. For purposes of this
section, access includes the right to
make and retain copies of any CUSO
record, as to which NCUA will accord
the same level of control and
confidentiality that it uses with respect
to all other examination-related
materials it obtains in the course of its
duties.

(d) The regional director will review
the applicable authority, procedures and
assurances and forward the exemption
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request, along with the regional
director’s recommendation, to the
NCUA Board for a final determination.

(e) For purposes of this section,
whether an entity is a CUSO shall be
determined in accordance with the
definition set out in § 741.222 of this
chapter.

PART 741—REQUIREMENTS FOR
INSURANCE

m 8. The authority citation for part 741
continues to read as follows:

Authority: 12 U.S.C. 1757, 1766, 1781—
1790, and 1790d.

m 9. Add anew §741.222 to read as
follows:

§741.222. Credit union service
organizations.

(a) Any credit union that is insured
pursuant to Title II of the Act must
adhere to the requirements in
§712.3(d)(3) and § 712.4 of this chapter
concerning agreements between credit
unions and their credit union service
organizations (CUSOs) and the
requirement to maintain separate
corporate identities. For purposes of this
section, a CUSO is any entity in which
a credit union has an ownership interest
or to which a credit union has extended
a loan and that is engaged primarily in
providing products or services to credit
unions or credit union members, or, in
the case of checking and currency
services, including check cashing
services, sale of negotiable checks,
money orders, and electronic
transaction services, including
international and domestic electronic
fund transfers, to persons eligible for
membership in any credit union having
a loan, investment or contract with the
entity.

(b) This section shall have no
preemptive effect with respect to the
laws or rules of any state providing for
access to CUSO books and records or
CUSO examination by credit union
regulatory authorities.

(c) The effective date for compliance
with this section is June 29, 2009.

[FR Doc. E8-30602 Filed 12—24-08; 8:45 am]
BILLING CODE 7535-01-P

DEPARTMENT OF TRANSPORTATION

Federal Aviation Administration

14 CFR Part 71

[Docket No. FAA-2008-0716; Airspace
Docket No. 08—ASW-9]

Establishment of Low Altitude Area
Navigation T-254; Houston, TX

AGENCY: Federal Aviation

Administration (FAA), DOT.

ACTION: Final rule; delay of effective
date.

SUMMARY: This action delays the
effective date for the establishment of
the low altitude Area Navigation
(RNAV) T-route, designated T—-254, in
the vicinity of the Houston, TX,
terminal area until March 12, 2009. The
FAA is taking this action to allow
additional time for processing and
charting.

DATES: Effective Date: 0901 UTC. The
effective date of January 15, 2009, is
delayed to March 12, 2009. The Director
of the Federal Register approves this
incorporation by reference action under
1 CFR part 51, subject to the annual
revision of FAA Order 7400.9 and
publication of conforming amendments.
FOR FURTHER INFORMATION CONTACT:
Colby Abbott, Airspace and Rules
Group, Office of System Operations
Airspace and AIM, Federal Aviation
Administration, 800 Independence
Avenue, SW., Washington, DC 20591;
telephone: (202) 267-8783.

SUPPLEMENTARY INFORMATION:

History

On November 18, 2008, the FAA
published in the Federal Register a final
rule establishing the low altitude RNAV
route T—254, in the vicinity of the
Houston, TX, terminal area (73 FR
68317). This rule was originally
scheduled to become effective January
15, 2009; however, a need for additional
internal processing requires a delay in
the effective date until March 12, 2009.

The Rule

The FAA has determined that this
regulation only involves an established
body of technical regulations for which
frequent and routine amendments are
necessary to keep them operationally
current. Therefore, this regulation: (1) Is
not a “‘significant regulatory action”
under Executive Order 12866; (2) is not
a “significant rule” under Department of
Transportation (DOT) Regulatory
Policies and Procedures (44 FR 11034;
February 26, 1979); and (3) does not
warrant preparation of a regulatory

evaluation as the anticipated impact is
so minimal. Since this is a routine
matter that will only affect air traffic
procedures and air navigation, it is
certified that this rule, when
promulgated, will not have a significant
economic impact on a substantial
number of small entities under the
criteria of the Regulatory Flexibility Act.

The FAA’s authority to issue rules
regarding aviation safety is found in
Title 49 of the United States Code.
Subtitle I, Section 106 describes the
authority of the FAA Administrator.
Subtitle VII, Aviation Programs,
describes in more detail the scope of the
agency’s authority.

This rulemaking is promulgated
under the authority described in
Subtitle VII, Part A, Subpart I, Section
40103. Under that section, the FAA is
charged with prescribing regulations to
assign the use of the airspace necessary
to ensure the safety of aircraft and the
efficient use of airspace. This regulation
is within the scope of that authority as
it establishes an RNAV T-Route in the
vicinity of Houston, TX.

List of Subjects in 14 CFR Part 71

Airspace, Incorporation by reference,
Navigation (air).

Delay of Effective Date

m The effective date of the final rule,
Docket FAA-2008-0716; Airspace
Docket 08—ASW-9, as published in the
Federal Register on November 18, 2008
(73 FR 68317), is hereby delayed until
March 12, 2009.

Authority: 49 U.S.C. 106(g), 40103, 40113,
40120; E.O. 10854, 24 FR 9565, 3 CFR, 1959—
1963 Comp., p. 389.

* * * * *

Issued in Washington, DC, on December
12, 2008.

Edith V. Parish,

Manager, Airspace and Rules Group.

[FR Doc. E8-30635 Filed 12—-24-08; 8:45 am]|
BILLING CODE 4910-13-P

DEPARTMENT OF TRANSPORTATION

Federal Aviation Administration

14 CFR Part 93

[Docket No. FAA-2004-17005; Amendment
No. 93-91]

RIN 2120-Al17
Washington, DC Metropolitan Area
Special Flight Rules Area; Correction

AGENCY: Federal Aviation
Administration (FAA), DOT.

ACTION: Final rule; correction.
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SUMMARY: This document corrects a
recently published final rule entitled,
“Washington, DC Metropolitan Area
Special Flight Rules Area.” The rule
codified special flight rules and airspace
and flight restrictions for certain aircraft
operations in the Washington, DC
Metropolitan Area. A word in the
codified text was incorrect. This
document corrects that word.

DATES: The final rule and this correction
will become effective on February 17,
2009.

FOR FURTHER INFORMATION CONTACT:
Ellen Crum, Airspace and Rules Group,
Office of System Operations Airspace
and AIM, Federal Aviation
Administration, 800 Independence
Ave., SW., Washington, DC 20591;
telephone (202) 267-8783.

SUPPLEMENTARY INFORMATION:

Background

On December 16, 2008, the FAA
published a final rule entitled,
“Washington, DC Metropolitan Area
Special Flight Rules Area.” An error
appeared in § 93.335 Definitions, in the
definition of the term ‘““Washington, DC
Metropolitan Area Special Flight Rules
Area (DC SFRA).”

Correction

In final rule FR Doc. E8—-29711,
published on December 16, 2008 (73 FR
76195), make the following correction.

§93.335 [Corrected]

m On page 76214, in the first column, in
the amendment for § 93.335, the
definition for “Washington, DC
Metropolitan Area Special Flight Rules
Area (DC SFRA),” in the 10th line,
remove the word “radial”’ and add in its
place the word “‘radius.”

Issued in Washington, DC, on December
19, 2008.
Pamela Hamilton-Powell,
Director, Office of Rulemaking.
[FR Doc. E8-30730 Filed 12—-24-08; 8:45 am]
BILLING CODE 4910-13-P

DEPARTMENT OF HOMELAND
SECURITY

Coast Guard

33 CFR Parts 155 and 156

[Docket No. USCG-2001-9046]

RIN 1625-AB12

Tank Level or Pressure Monitoring
Devices on Single-Hull Tank Ships and

Single-Hull Tank Barges Carrying Oil
or Oil Residue as Cargo

AGENCY: Coast Guard, DHS.
ACTION: Final rule.

SUMMARY: The Coast Guard is removing
its regulations for tank level or pressure
monitoring (TLPM) devices because
devices that satisfy compliance
requirements remain unavailable.
DATES: This final rule is effective
January 28, 2009.

ADDRESSES: Comments and material
received from the public, as well as
documents mentioned in this preamble
as being available in the docket, are part
of docket USCG-2001-9046 and are
available for inspection or copying at
the Docket Management Facility (M-30),
U.S. Department of Transportation,
West Building Ground Floor, Room
W12-140, 1200 New Jersey Avenue, SE.,
Washington, DC 20590, between 9 a.m.
and 5 p.m., Monday through Friday,
except Federal holidays. You may also
find this docket on the Internet at
http://www.regulations.gov.

FOR FURTHER INFORMATION CONTACT: If
you have questions on this rule, call
Dolores Pyne-Mercier, Project Manager,
Office of Standards Evaluation and
Development, Project Development
Division (CG-5232), Coast Guard,
telephone 202-372-1093, or e-mail
address, Dolores.J.Pyne-
Mercier@uscg.mil. If you have questions
on viewing the docket, call Renee V.
Wright, Program Manager, Docket
Operations, telephone 202—366—9826.

SUPPLEMENTARY INFORMATION:
Table of Contents for Preamble

I. Abbreviations
II. Background
A. Regulatory History
B. Purpose
I1I. Discussion of Comments and Changes
IV. Regulatory Analyses
A. Regulatory Planning and Review
B. Small Entities
C. Assistance for Small Entities
D. Collection of Information
E. Federalism
F. Unfunded Mandates Reform Act
G. Taking of Private Property
H. Civil Justice Reform
1. Protection of Children

J. Indian Tribal Governments
K. Energy Effects

L. Technical Standards

M. Environment

1. Abbreviations

FR Federal Register

NEPA National Environmental Policy
Act of 1969

NPRM Notice of Proposed
Rulemaking

NTTAA National Technology Transfer
and Advancement Act

TLPM Tank Level or Pressure
Monitoring

II. Background

A. Regulatory History

In September 2002, the Coast Guard
promulgated tank level or pressure
monitoring (TLPM) device regulations
located in 33 CFR parts 155 and 156. (67
FR 58515). The Final Rule detailed
TLPM performance criteria and
described the vessels required to install
and use TLPM devices by 2007.

To date, we have identified no
devices meeting the performance
criteria established in the final rule, and
none have been submitted by industry
for our evaluation. As a result, in July
2005, we published a Final Rule (70 FR
41614) suspending the regulations for
TLPM devices for three years until July
21, 2008. In the final rule, we also
solicited public comment on the status
of TLPM technology development and
alternatives to TLPM devices. In
response, we received two comments
supporting our suspension of the
regulations for TLPM devices and no
new information on TLPM devices or
alternatives. We published another
Final Rule (73 FR 23397) on May 5,
2008, extending the suspension for three
additional years until May 5, 2011, to
allow time for the current rulemaking
process to be completed.

On June 30, 2008, we published a
notice of proposed rulemaking entitled
“Tank Level or Pressure Monitoring
Devices on Single-Hull Tank Ships and
Single-Hull Tank Barges Carrying Oil or
Oil Residue as Cargo” in the Federal
Register (73 FR 36825). We received 2
letters commenting on the proposed
rule. Both commenters supported the
Coast Guard’s decision to remove the
TLPM device regulations. No public
meeting was requested and none was
held.

B. Purpose

For a complete discussion of the
background for this final rule, see the
NPRM published on June 30, 2008 (73
FR 36825, 36826).

The Coast Guard is removing its
regulations for TLPM devices because
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devices that satisfy compliance
requirements remain unavailable. As
noted above in section II.A. ‘Regulatory
History,” we published a final rule
suspending Coast Guard regulations for
TLPM devices with a request for public
comments on the status of TLPM
technology development and other
means of detecting leaks from oil cargo
tanks into the water. We received two
comments supporting our suspension of
the regulations for TLPM devices. We
received no new information on TLPM
devices or alternatives for detecting
leaks into the water from single-hull
tank vessels carrying oil or oil residue
as cargo.

Based on the public response to the
suspension, the absence of new
information regarding TLPM devices or
alternatives, and the results of a
Congressionally-mandated study
(available in the docket where indicated
under ADDRESSES), the Coast Guard
revisited the feasibility and practicality
of retaining regulations for TLPM
devices on single-hull tank vessels and
concluded that it is appropriate to
remove these regulations.

II1. Discussion of Comments and
Changes

We received two comments on the
NPRM; both were in favor of the
removal of the TLPM device
requirement from the regulations. The
Coast Guard has made no changes from
the NPRM, save a minor edit to the
authority citation for part 156.

IV. Regulatory Evaluation

We developed this rule after
considering numerous statutes and
executive orders related to rulemaking.
Below we summarize our analyses
based on 13 of these statutes or
executive orders.

A. Executive Order 12866

This rule is not a significant
regulatory action under section 3(f) of
Executive Order 12866, Regulatory
Planning and Review, and does not
require an assessment of potential costs
and benefits under section 6(a)(3) of that
Order. The Office of Management and
Budget has not reviewed it under that
Order.

Public comments on the NPRM are
summarized in Part IV of this preamble.
We received no public comments that
would alter our assessment of impacts
in the NPRM. We have adopted the
assessment in the NPRM as final. See
the “Regulatory Evaluation” section of
the NPRM for the complete analysis.

This final rule removes the
regulations for TLPM devices—a type of
shipboard equipment that does not

currently exist in the marketplace and
which has no practical alternative. We
conclude this rule will have no impact
on industry.

B. Small Entities

Under the Regulatory Flexibility Act
(5 U.S.C. 601-612), we have considered
whether this rule would have a
significant economic impact on a
substantial number of small entities.
The term “small entities” comprises
small businesses, not-for-profit
organizations that are independently
owned and operated and are not
dominant in their fields, and
governmental jurisdictions with
populations of less than 50,000.

We concluded that removing the
performance standards for TLPM
devices and the requirements for their
use will not have a significant economic
impact on a substantial number of small
entities since industry did not adopt or
implement any TLPM provisions.
Therefore, the Coast Guard certifies
under 5 U.S.C. 605(b) that this final rule
will not have a significant economic
impact on a substantial number of small
entities.

C. Assistance for Small Entities

Under section 213(a) of the Small
Business Regulatory Enforcement
Fairness Act of 1996 (Pub. L. 104-121),
we want to assist small entities in
understanding the rule so that they
could better evaluate its effects on them
and participate in the rulemaking.

Small businesses may send comments
on the actions of Federal employees
who enforce, or otherwise determine
compliance with, Federal regulations to
the Small Business and Agriculture
Regulatory Enforcement Ombudsman
and the Regional Small Business
Regulatory Fairness Boards. The
Ombudsman evaluates these actions
annually and rates each agency’s
responsiveness to small business. If you
wish to comment on actions of the Coast
Guard, call 1-888—REG-FAIR (1-888—
734-3247). The Coast Guard will not
retaliate against small entities that
question or complain about this rule or
any policy or action of the Coast Guard.

D. Collection of Information

This rule calls for no new collection
of information under the Paperwork
Reduction Act of 1995 (44 U.S.C. 3501—
3520).

E. Federalism

A rule has implications for federalism
under Executive Order 13132,
Federalism, if it has a substantial direct
effect on State or local governments and
would either preempt State law or

impose a substantial direct cost of
compliance on them.

It is well settled that States may not
regulate in categories reserved for
regulation by the Coast Guard. It is also
well settled, now, that all of the
categories covered in 46 U.S.C. 3306,
3703, 7101, and 8101 (design,
construction, alteration, repair,
maintenance, operation, equipping,
personnel qualification, and manning of
vessels), as well as the reporting of
casualties and any other category in
which Congress intended the Coast
Guard to be the sole source of a vessel’s
obligations, are within the field
foreclosed from regulation by the States.
(See the decision of the Supreme Court
in the consolidated cases of United
States v. Locke and Intertanko v. Locke,
529 U.S. 89, 120 S.Ct. 1135 (March 6,
2000)). This rule removes previously
published rules on performance
standards, and the use of TLPM devices
falls into the category of vessel
equipment and operation. Because the
States may not regulate within these
categories, preemption under Executive
Order 13132 is not an issue.

F. Unfunded Mandates Reform Act

The Unfunded Mandates Reform Act
of 1995 (2 U.S.C. 1531-1538) requires
Federal agencies to assess the effects of
their discretionary regulatory actions. In
particular, the Act addresses actions
that may result in the expenditure by a
State, local, or tribal government, in the
aggregate, or by the private sector of
$100,000,000 or more in any one year.
Though this rule will not result in such
expenditure, we do discuss the effects of
this rule elsewhere in the preamble.

G. Taking of Private Property

This rule will not effect a taking of
private property or otherwise have
taking implications under Executive
Order 12630, Governmental Actions and
Interference with Constitutionally
Protected Property Rights.

H. Civil Justice Reform

This rule meets applicable standards
in sections 3(a) and 3(b)(2) of Executive
Order 12988, Civil Justice Reform, to
minimize litigation, eliminate
ambiguity, and reduce burden.

I. Protection of Children

We have analyzed this rule under
Executive Order 13045, Protection of
Children from Environmental Health
Risks and Safety Risks. This rule is not
an economically significant rule and
does not create an environmental risk to
health or risk to safety that may
disproportionately affect children.
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J. Indian Tribal Governments

This rule does not have tribal
implications under Executive Order
13175, Consultation and Coordination
with Indian Tribal Governments,
because it does not have a substantial
direct effect on one or more Indian
tribes, on the relationship between the
Federal Government and Indian tribes,
or on the distribution of power and
responsibilities between the Federal
Government and Indian tribes.

K. Energy Effects

We analyzed this rule under
Executive Order 13211, Actions
Concerning Regulations That
Significantly Affect Energy Supply,
Distribution, or Use. We have
determined that it is not a “significant
energy action” under that order because
it is not a “significant regulatory action”
under Executive Order 12866 and is not
likely to have a significant adverse effect
on the supply, distribution, or use of
energy. The Administrator of the Office
of Information and Regulatory Affairs
has not designated it as a “‘significant
energy action.” Therefore, it does not
require a Statement of Energy Effects
under Executive Order 13211.

L. Technical Standards

The National Technology Transfer
and Advancement Act (NTTAA) (15
U.S.C. 272 note) directs agencies to use
voluntary consensus standards in their
regulatory activities unless the agency
provides Congress, through the Office of
Management and Budget, with an
explanation of why using these
standards would be inconsistent with
the applicable law or otherwise
impractical. Voluntary consensus
standards are technical standards (e.g.,
specifications of materials, performance,
design, or operation: Test methods;
sampling procedures; and related
management systems practices) that are
developed or adopted by voluntary
consensus standards bodies.

This rule does not use technical
standards. Therefore, we did not
consider the use of voluntary consensus
standards.

M. Environment

We have analyzed this proposed rule
under Department of Homeland
Security Directive 0023.1 and
Commandant Instruction M16475.1D,
which guide the Coast Guard in
complying with the National
Environmental Policy Act of 1969
(NEPA) (42 U.S.C. 4321-4370f), and
have concluded that this action is one
of a category of actions which do not
individually or cumulatively have a
significant effect on the human

environment. Therefore, this rule is
categorically excluded, under section
2.B.2. Figure 2—1, paragraph 34(d), of
the Instruction and neither an
environmental assessment nor an
environmental impact statement is
required. This rule involves the
equipping of vessels. An environmental
analysis checklist and a categorical
exclusion determination are available in
the docket where indicated under
ADDRESSES.

List of Subjects
33 CFR Part 155

Alaska, Hazardous substances, Oil
pollution, Reporting and recordkeeping
requirements.

33 CFR Part 156

Hazardous substances, Oil pollution,
Reporting and recordkeeping
requirements, Water pollution control.

m For the reasons discussed in the
preamble, the Coast Guard amends 33
CFR parts 155 and 156 as follows:

PART 155—OIL OR HAZARDOUS
MATERIAL POLLUTION PREVENTION
REGULATIONS FOR VESSELS

m 1. The authority citation for 33 CFR
Part 155 and the note following citation
continue to read as follows:

Authority: 33 U.S.C. 1231, 1321(j); E.O.
11735, 3 CFR, 1971-1975 Comp., p. 793.
Sections 155.100 through 155.130, 150.350
thl‘ough 155.400, 155.430, 155.440, 155.470,
155.1030(j) and (k), and 155.1065(g) are also
issued under 33 U.S.C. 1903(b). Sections
155.480, 155.490, 155.750(e), and 155.775 are
also issued under 46 U.S.C. 3703. Section
155.490 also issued under section 4110(b) of
Pub. L. 101-380.

Note to Part 155: Additional requirements
for vessels carrying oil or hazardous
materials are contained in 46 CFR Parts 30
through 40, 150, 151, and 153.

§155.200 [Amended]

m 2.In § 155.200, remove the definition
for “Sea State 5.”

§155.490 [Removed and Reserved]

m 3. Remove and reserve § 155.490.

PART 156—OIL AND HAZARDOUS
MATERIAL TRANSFER OPERATIONS

m 4. The authority citation for 33 CFR
Part 156 is revised to read as follows:

Authority: 33 U.S.C. 1231, 1321(j]; 46
U.S.C. 3703a, 3715; E.O. 11735, 3 CFR 1971—
1975 Comp., p. 793. Section 156.120(bb) is
also issued under 46 U.S.C. 3703.

§156.120 [Amended]
m 5.In § 156.120, remove paragraph (ee).

Dated: December 17, 2008.
Brian M. Salerno,

Assistant Commandant for Marine Safety,
Security and Stewardship, U.S. Coast Guard.

[FR Doc. E8-30803 Filed 12—24-08; 8:45 am]
BILLING CODE 4910-15-P

DEPARTMENT OF ENERGY

Federal Energy Regulatory
Commission

18 CFR Chapter |
[Docket No. RM07-9-00]

Review of FERC Form Nos. 6 and
6-Q
December 18, 2008.

AGENCY: Federal Energy Regulatory
Commission.

ACTION: Notice Terminating Proceeding.

SUMMARY: The Federal Energy
Regulatory Commission is terminating
its notice of inquiry regarding the need
for changes or revisions to the
Commission’s reporting requirements.
This notice specifically addresses FERC
Form Nos. 6 (Annual Report of Oil
Pipeline Companies) and 6—Q
(Quarterly Report of Oil Pipeline
Companies).

DATES: Effective Date: December 29,
2008.

FOR FURTHER INFORMATION CONTACT:

Jenifer Lucas (Legal Information), Office
of the General Counsel, Federal
Energy Regulatory Commission, 888
First Street, NE., Washington, DC
20426, (202) 502—-8362. E-mail:
jenifer.lucas@ferc.gov.

Dave Lengenfelder (Technical
Information), Office of Enforcement,
Federal Energy Regulatory
Commission, 888 First St., NE.,
Washington, DC 20426, (202) 502—
8351. E-mail:
david.lengenfelder@ferc.gov.

SUPPLEMENTARY INFORMATION:

1. On February 15, 2007, the
Commission issued a Notice of Inquiry
(NOI) in this proceeding, seeking
comments from filers and users of
various financial forms, including FERC
Form Nos. 6 (Annual Report of Oil
Pipeline Companies) and 6—Q
(Quarterly Report of Oil Pipeline
Companies), addressing whether the
forms should be modified.! The FERC
Form No. 6 contains data such as a
balance sheet, cost-of-service
information, income statement, and

1 Assessment of Information Requirements for
FERC Financial Forms, FERC Stats. & Regs. 35,554
(2007).
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statement of cash flow for oil pipeline
companies. Similarly, the FERC Form
No. 6—Q contains the same type of
information but for each of the first
three quarters of each year. Interested
parties filed comments addressing
possible modifications to the forms, and
on July 18, 2007, the Commission’s Staff
conducted a public workshop to discuss
the topic.

2. As discussed below, the
Commission will not modify FERC
Form Nos. 6 and 6—Q at this time.
Accordingly, the Commission is
terminating Docket No. RM07-9-000.2

Summary of Significant Comments

3. The Association of Oil Pipelines
(AOPL), Shell Pipeline Company L.P.,
Enbridge, Inc., Plains Pipeline L.P., and
Magellan Pipeline Company LLC
(collectively, Carriers) argued for few if
any changes to FERC Form No. 6. In
contrast, the Air Transport Association
of America, Inc., the Society for the
Preservation of Oil Pipeline Shippers,
Anadarko Petroleum Corporation,
Crowley Energy Consulting and Tesoro
Refining & Marketing Company
(collectively, Shippers) sought
significant changes to the information
required by FERC Form No. 6.

4. The Carriers argue that the
Commission has analyzed and either
revised or affirmed the form repeatedly
since 1994, most recently in 2006,3
finding that it satisfies applicable
ratemaking requirements and provides
the information necessary for shippers
to challenge the oil pipelines’ rates. The
Carriers emphasize that oil pipelines are
required to file extensive information,
including total annual cost of service,
operating revenues, and throughput in
barrels and barrel-miles. In the Carriers’
view, this information is adequate to
permit shippers to compare the level of
an oil pipeline’s cost of service with
their rates, and to compare the shippers’
own changes in rates to changes in
average barrel-mile rates.

2Following the issuance of the NOI, the
Commission issued a Notice of Proposed
Rulemaking addressing FERC Form Nos. 2, 2-A,
and 3—-Q. On March 21, 2008, the Commission
issued Order No. 710 revising these forms.
Revisions to Forms, Statements, and Reporting
Requirements for Natural Gas Pipelines, Order No.
710, 73 FR 19389 (April 10, 2008), FERC Stats &
Regs. 131,267 (2008) order on reh’g, Order No. 710—
A, 123 FERC {61,278 (2008). Additionally, on
September 19, 2008, the Commission issued Order
No. 715 revising FERC Form Nos. 1, 1-F, and 3—
Q. Revisions to Forms, Statements and Reporting
Requirements for Electric Utilities and Licensees,
Order No. 715, 73 FR 58720 (October 7, 2008),
FERG Stats. & Regs. 131,277 (2008). This order
addresses the sole remaining aspect of the NOI: The
financial forms relating to oil pipeline companies.

3 Five-Year Review of Oil Pipeline Pricing Index,
114 FERC 161,293 (2006).

5. The Shippers contend that FERC
Form No. 6 does not provide an
adequate basis for supporting
complaints regarding oil pipeline rates,
and thus it impedes the Commission’s
statutory duty to monitor cost-based
rates, analyze costs of different services
and classes of assets, and compare costs
across lines of business. In particular,
Shippers argue that the current
reporting system is not useful in an
environment where certain oil pipelines
may own several pipeline systems. At a
minimum, assert Shippers, each oil
pipeline reporting financial and rate
data on more than one pipeline system
(or more than one segment of a pipeline
system) should be required to segregate
cost and revenue information for each
system.4 Shippers maintain that this
would facilitate examinations of
possible cross-subsidies. Shippers
further argue that oil pipelines should
file workpapers that fully support the
data reported on FERC Form No. 6,
including cost-of-service calculations.

Commission Analysis

6. In Order No. 561, the Commission
responded to Congress’ direction that
the Commission ‘“promulgate new
regulations to provide a simplified and
generally applicable ratemaking
methodology for oil pipelines, and to
streamline procedures in oil pipeline
proceedings.” 5 The Commission’s
regulations evidence this light-handed
regulation in part by encouraging the
settlement of disputes in oil pipeline
rate matters.® Order No. 561 also
established price caps for oil pipeline
rates and instituted an annual indexing
process for rates tied to the Producer
Price Index for Finished Goods minus
one percent.

7. The Commission has reviewed the
comments addressing possible changes
to FERC Form Nos. 6 and 6—Q. These
forms provide cost and revenue data
that are intended to be a screening tool
used to assess on an ongoing basis the
justness and reasonableness of an oil
pipeline’s rates. The information
provided is not intended to be at the
level of detail necessary to litigate a
case. Rather, the information need only

4FERC Form No. 6 reflects aggregated data. AOPL
contends that providing cost-of-service and revenue
information for each segment would be an undue
burden because the oil pipeline companies do not
break down costs by segment, and they would be
forced to estimate amounts that they do not track
separately.

5 Revisions to Oil Pipeline Regulations Pursuant
to the Energy Policy Act of 1992, Order No. 561,
FERC Stats. & Regs. 130,985, at 30,940 (1993), order
on reh’g, Order No. 561-A, FERC Stats. & Regs.
31,000 (1994), aff’d, Association of Oil Pipe Lines
v. FERC, 83 F.23d 1424 (D.C. Cir. 1996).

618 CFR 343.5.

be of sufficient detail for a complainant
to make a prima facia case that existing
rates are not just and reasonable.”
Indeed, the information provided in
FERC Form No. 6 has been adequate to
allow shippers over the last 10 years to
file numerous complaints challenging
rates.8 Further, in a recent five-year
review of the oil pipeline pricing index,
the Commission’s Staff was able to track
industry cost changes by using data
from the Annual Cost of Service Based
Analysis Schedule.?

8. Additionally, the Commission has
through various orders already revised
FERC Form No. 6 to make carrier costs
more transparent. For example, the
Commission added the page 700,
Annual Cost of Service Based Analysis
Schedule, which includes the filer’s
operating and maintenance expenses,
depreciation expense, AFUDC
depreciation, amortization of deferred
earnings, rate base, rate of return,
income tax allowances, total cost of
service, total operating revenues, and
throughput in barrels and barrel-miles
for the end of the current and previous
calendar years.1° In Order No. 571,
moreover, the Commission rejected
requests that the data reported on the
Annual Cost of Service Based Analysis
Schedule include separate cost of
service information for each individual
system, and explained that the schedule
was not intended to require a pipeline
to demonstrate with precision its cost-
of-service attributed to each individual
system it operates.1? In this regard,

7 Cost-of-Service Reporting and Filing
Requirements for Oil Pipelines, Order No. 571,
FERC Stats. & Regs. {31,006, at 31,168—69 (1994),
aff’d, Association of Oil Pipe Lines v. FERC, 83
F.23d 1424 (D.C. Cir. 1996).

8 See SFPP, L.P., 63 FERC {61,014 (1993); Texaco
Refining and Marketing, Inc. v. SFPP, LP, 86 FERC
161,035 (1999); ARCO Products Co. v. SFPP, L.P.,
91 FERC {61,142 (2000); ARCO a subsidiary of BP
America, Inc. v. Calnev Pipe Line, L.L.C., 97 FERC
961,057 (2001); Chevron Products Co. v. SFPP, L.P.,
114 FERC 161,133 (2006); Williams Energy
Services, LLC v. Mid-America Pipeline Company,
LLC, 116 FERC {61,175 (2006). In setting these
cases for hearing, the Commission based its finding
on an analysis of the entire carrier system.

9 Five-Year Review of Oil Pricing Index, 114 FERC
161,293 (2006).

10 See Order No. 571, FERC Stats. & Regs.
q31,006; Revisions to and Electronic Filing of the
FERC Form No. 6 and Related Uniform Systems of
Account, Order No. 620, FERC Stats. & Regs.
{31,115 (2000), order on reh’g, Order No. 620-A,
94 FERC {61,130 (2001).

11 Order No. 571, FERC Stats. & Regs. 131,006, at
31,168-69. Accord Five-Year Review of Oil Pricing
Index, 114 FERC {61,293, at P 51-52 (2006). See
also Order No. 620, FERC Stats. & Regs. 131,115,
at 31,958-59 (“Consistent with our decision in
Order No. 571, the Commission denies suggestions
by shippers that pipelines be required to file
separate cost of service information for each
individual system and additional information
specifying debt and equity components.”)
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Shippers did not provide sufficient
justification for the Commission to
further modify the requirements of
FERC Form Nos. 6 and 6-Q.

9. The Commission recognizes that
FERC Form No. 6 contains only enough
information for a threshold
determination of whether the existing
rates are just and reasonable. However,
the Commission concludes that FERC
Form Nos. 6 and 6—Q continue to
provide sufficient information to allow
shippers to file a complaint requesting
a determination of the justness and
reasonableness of a pipeline’s rates.
Accordingly, the Commission concludes
that no changes to FERC Form Nos. 6
and 6—Q are warranted at this time, and
the Commission terminates Docket No.
RM07-9-000.

The Commission Orders

Docket No. RM07-9-000 is hereby
terminated, as discussed in the body of
this order.

By the Commission.

Kimberly D. Bose,

Secretary.

[FR Doc. E8-30621 Filed 12—24-08; 8:45 am]|
BILLING CODE 6717-01-P

DEPARTMENT OF HEALTH AND
HUMAN SERVICES

Food and Drug Administration
[Docket No. FDA-2008—-N-0039]

21 CFR Part 524

Ophthalmic and Topical Dosage Form
New Animal Drugs; Triamcinolone
Cream

AGENCY: Food and Drug Administration,
HHS.
ACTION: Final rule.

SUMMARY: The Food and Drug
Administration (FDA) is amending the
animal drug regulations to reflect
approval of an abbreviated new animal
drug application (ANADA) filed by
Modern Veterinary Therapeutics, LLC.
The ANADA provides for veterinary
prescription use of triamcinolone cream
on dogs for topical treatment of allergic
dermatitis and summer eczema.

DATES: This rule is effective December
29, 2008.

FOR FURTHER INFORMATION CONTACT: John
K. Harshman, Center for Veterinary
Medicine (HFV-104), Food and Drug
Administration, 7500 Standish P1.,
Rockville, MD 20855, 240-276—8197, e-
mail: john.harshman@fda.hhs.gov.
SUPPLEMENTARY INFORMATION: Modern
Veterinary Therapeutics, LLC, 1550

Madruga Ave., suite 329, Coral Gables,
FL 33146, filed ANADA 200—459 that
provides for veterinary prescription use
of VETAZINE (triamcinolone acetonide)
Cream on dogs for topical treatment of
allergic dermatitis and summer eczema.
Modern Veterinary Therapeutics, LLC’s
VETAZINE Cream is approved as a
generic copy of VETALOG Cream,
sponsored by Fort Dodge Animal
Health, A Division of Wyeth Holdings
Corp., under NADA 46-146. The
ANADA is approved as of November 13,
2008, and the regulations are amended
in § 524.2481 to reflect the approval.

In accordance with the freedom of
information provisions of 21 CFR part
20 and 21 CFR 514.11(e)(2)(ii), a
summary of safety and effectiveness
data and information submitted to
support approval of this application
may be seen in the Division of Dockets
Management (HFA-305), Food and Drug
Administration, 5630 Fishers Lane, rm.
1061, Rockville, MD 20852, between 9
a.m. and 4 p.m., Monday through
Friday.

The agency has determined under 21
CFR 25.33(a)(1) that this action is of a
type that does not individually or
cumulatively have a significant effect on
the human environment. Therefore,
neither an environmental assessment
nor an environmental impact statement
is required.

This rule does not meet the definition
of “rule” in 5 U.S.C. 804(3)(A) because
it is a rule of “particular applicability.”
Therefore, it is not subject to the
congressional review requirements in 5
U.S.C. 801-808.

List of Subjects in 21 CFR Part 522

Animal drugs.

m Therefore, under the Federal Food,
Drug, and Cosmetic Act and under
authority delegated to the Commissioner
of Food and Drugs and redelegated to
the Center for Veterinary Medicine, 21
CFR part 524 is amended as follows:

PART 524—OPHTHALMIC AND
TOPICAL DOSAGE FORM NEW
ANIMAL DRUGS

m 1. The authority citation for 21 CFR
part 524 continues to read as follows:

Authority: 21 U.S.C. 360b.

m 2. In §524.2481, revise paragraphs (b),
(c)(2), and (c)(3) to read as follows:

§524.2481 Triamcinolone cream.

* * * * *

(b) Sponsor. See Nos. 015914, 053501,
and 054925 in §510.600(c) of this
chapter.

(C]* L

(2) Indications for use. For topical
treatment of allergic dermatitis and
summer eczema.

(3) Limitations. Federal law restricts
this drug to use by or on the order of
a licensed veterinarian.

Dated: December 18, 2008.

William T. Flynn,

Acting Director, Center for Veterinary
Medicine.

[FR Doc. E8-30694 Filed 12—24-08; 8:45 am]|
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DEPARTMENT OF JUSTICE

Drug Enforcement Administration
21 CFR Part 1314
[Docket No. DEA-298F]

RIN 1117-AB13

Combat Methamphetamine Epidemic
Act of 2005: Fee for Self-Certification
for Regulated Sellers of Scheduled
Listed Chemical Products

AGENCY: Drug Enforcement
Administration (DEA), Department of
Justice.

ACTION: Final rule.

SUMMARY: To comply with the
requirement of the Controlled
Substances Act that fees be set at a level
to ensure the recovery of the full costs
of operating the various aspects of the
Diversion Control Program, this Final
Rule establishes an annual self-
certification fee for certain “‘regulated
sellers,” that is, persons and entities
selling scheduled listed chemical
products at retail locations who are
required to self-certify with DEA
relative to compliance with certain
requirements of the Combat
Methamphetamine Epidemic Act of
2005 (CMEA). This Final Rule
establishes the annual self-certification
fee for regulated sellers who are not
DEA pharmacy registrants.

DATES: Effective Date: February 1, 2009.
The new fee will be in effect for all new
applications electronically sent on or
after the effective date and for all
renewal applications electronically sent
on or after the effective date.

FOR FURTHER INFORMATION CONTACT:
Mark W. Caverly, Chief, Liaison and
Policy Section, Office of Diversion
Control, Drug Enforcement
Administration, 8701 Morrissette Drive,
Springfield, VA 22152; Telephone (202)
307-7297.

SUPPLEMENTARY INFORMATION:
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I. Background and Statutory Authority

The Drug Enforcement
Administration (DEA) implements the
Comprehensive Drug Abuse Prevention
and Control Act of 1970, often referred
to as the Controlled Substances Act
(CSA) and the Controlled Substances
Import and Export Act (21 U.S.C. 801—
971), as amended. DEA publishes the
implementing regulations for these
statutes in Title 21 of the Code of
Federal Regulations (CFR), Parts 1300 to
1399. These regulations are designed to
ensure that there is a sufficient supply
of controlled substances for legitimate
medical, scientific, research, and
industrial purposes and to deter the
diversion of controlled substances to
illegal purposes. The CSA mandates that
DEA establish a closed system of control
for manufacturing, distributing, and
dispensing controlled substances. Any
person who manufactures, distributes,
dispenses, imports, exports, or conducts
research or chemical analysis with
controlled substances must register with
DEA (unless exempt) and comply with
the applicable requirements for the
activity. The CSA as amended also
requires DEA to regulate the
manufacture and distribution of
chemicals that may be used to
manufacture controlled substances
illegally. Listed chemicals that are
classified as List I chemicals are
important to the manufacture of
controlled substances. Those classified
as List II chemicals may be used to
manufacture controlled substances.

On March 9, 2006, the President
signed the Combat Methamphetamine
Epidemic Act of 2005 (CMEA), which is
Title VII of the USA PATRIOT
Improvement and Reauthorization Act
of 2005 (Pub. L. 109-177). The CMEA
amends the CSA to change the
regulations for selling nonprescription
products that contain ephedrine,
pseudoephedrine,
phenylpropanolamine, their salts,
optical isomers, and salts of optical
isomers. DEA implemented the retail
provisions of CMEA through an Interim
Final Rule entitled ‘“Retail Sales of
Scheduled Listed Chemical Products;
Self-Certification of Regulated Sellers of
Scheduled Listed Chemical Products”
published in the Federal Register
September 26, 2006 (71 FR 56008;
corrected at 71 FR 60609, October 13,
2006). In that Interim Final Rule, DEA
extensively discussed its intent to issue
a rulemaking to establish the
certification fee for regulated sellers of
scheduled listed chemical products and
the methodology for calculating fees
(see specifically 71 FR 56013-56015,
September 26, 2006; corrected at 71 FR

60609, October 13, 2006). To this end,
DEA published a Notice of Proposed
Rulemaking proposing self-certification
fees for regulated sellers selling
scheduled listed chemical products at
retail on October 1, 2007 (72 FR 55712).
This rulemaking finalizes that Notice of
Proposed Rulemaking.

Section 886a of the CSA defines the
Diversion Control Program as “the
controlled substance and chemical
diversion control activities of the Drug
Enforcement Administration,” which
are further defined as the “activities
related to the registration and control of
the manufacture, distribution and
dispensing, importation and exportation
of controlled substances and listed
chemicals.” The CSA also states that
reimbursements from the Diversion
Control Fee Account “* * * shall be
made without distinguishing between
expenses related to controlled
substances activities and expenses
related to chemical activities.” [Pub. L.
108—447 Consolidated Appropriations
Act of 2005]

In addition, Section 111(b)(3) of the
Departments of Commerce, Justice, and
State, the Judiciary, and Related
Agencies Appropriations Act of 1993
(Pub. L. 102-395), codified at 21 U.S.C.
886a(3), requires that ““fees charged by
the Drug Enforcement Administration
under its diversion control program
shall be set at a level that ensures the
recovery of the full costs of operating
the various aspects of that program.”

CMEA implements new requirements
governing the sale of scheduled listed
chemical products, defined as
nonprescription drug products
containing ephedrine, pseudoephedrine,
or phenylpropanolamine. As part of
these requirements, CMEA requires
certification for all regulated sellers of
scheduled listed chemical products,
defining regulated seller to mean a retail
distributor (including a pharmacy and
mobile retail vendors). The CMEA
requires that on and after September 30,
2006, a regulated seller or any of its
employees must not sell scheduled
listed chemical products unless it has
certified to DEA, through DEA’s Web
site. The certification requires the
regulated seller to confirm the
following:

o Its employees who will be engaged
in the sale of scheduled listed chemical
products have undergone training
regarding provisions of CMEA.

e Records of the training are
maintained.

e Without regard to the number of
transactions, a regulated seller may not
in a single calendar day sell any
purchaser more than 3.6 grams of
ephedrine base, 3.6 grams of

pseudoephedrine base, or 3.6 grams of
phenylpropanolamine base in
scheduled listed chemical products. (A
mobile retail vendor may not in any 30-
day period sell an individual purchaser
more than 7.5 grams ephedrine base, 7.5
grams pseudoephedrine base, or 7.5
grams phenylpropanolamine base.)

e Nonliquid forms are packaged as
required.

e Scheduled listed chemical products
are stored behind the counter or in a
locked cabinet.

e A written or electronic logbook
containing the required information on
sales of scheduled listed chemical
products is maintained.

¢ The logbook information will be
disclosed only to Federal, State, or local
law enforcement and only to ensure
compliance with Title 21 of the United
States Code or to facilitate a product
recall.

The regulated seller must train its
employees and certify before either the
seller or individual employees may sell
scheduled listed chemical products. The
certification is subject to the provisions
of 18 U.S.C. 1001. A regulated seller
who knowingly or willfully certifies to
facts that are not true is subject to fines
and imprisonment.

The CMEA also exempts retail
distributors from registration
requirements under the CSA; however,
in practice, retail distributors have not
previously registered with DEA because
they limited their sales to below
threshold quantities and to products
sold in blister packs.

On October 1, 2007, DEA published a
Notice of Proposed Rulemaking
outlining the calculations for the
proposed fee and compliance
requirements for the self-certification
fee (72 FR 55712).

II. Comments Received

Following publication of the October
1, 2007, Notice of Proposed Rulemaking,
DEA received seven comments.
Comments generally supported DEA’s
proposed certification fee approach and
methodology and DEA’s exemption of
regulated sellers of scheduled listed
chemical products who already
maintain an active DEA registration as
a pharmacy to dispense controlled
substances. Five of the comments were
from pharmaceutical associations; one
comment was from a large chain
pharmacy, and one comment was from
an individual.

Fee and fee structure: Commenters
generally supported DEA’s proposed fee
of $16 to self-certify and supported
DEA'’s calculation of this fee based on
the overall program costs. One
commenter noted that this methodology
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distributes the program costs to all
sellers. Several commenters noted that
the fee did not represent a burdensome
amount. DEA agrees that the $16
proposed fee, finalized at $21, will not
constitute a financial burden on
regulated sellers and adds that
businesses for which the self-
certification fee would have been a
barrier have stopped carrying the
products due to other compliance costs
associated with CMEA. Several
commenters specifically noted their
opposition to calculating the self-
certification fee based on business size
or overall volume of sales. Commenters
questioned whether DEA had the
statutory authority to collect such
information, and noted that such
collection would be administratively
intensive, thereby further increasing
fees charged. DEA also notes that it does
not have the statutory authority or
resources to be investigating these
business details of regulated sellers. One
commenter, who noted that it did not
believe that DEA has this statutory
authority to collect such information,
also added that even if DEA had the
statutory authority to collect the type of
information necessary to enable this
type of fee structure, it believed that the
administrative burden of collecting this
information would force an increase in
self-certification fees to cover such
administrative costs. The commenter
therefore opposed this methodology on
both grounds.

Fee exemption for registrants
registered to dispense controlled
substances: All seven commenters
supported the fee exemption for
regulated sellers who already maintain
an annual registration to dispense
controlled substances, i.e., a pharmacy
registration. In the Notice of Proposed
Rulemaking, DEA described the fee
exemption for this group of registrants
who already pay an annual fee or
annual fee equivalent to support the
operations of the Diversion Control
Program.

Harmonization of registration and
self-certification: Related to these
comments, five commenters requested
that DEA harmonize the self-
certification and annual registration/
reregistration process. Currently the
majority of DEA registrants—
practitioners (which includes
pharmacies)—renew their registration
with DEA every three years and pay a
three-year fee to support the operations
of the Diversion Control Program. DEA
periodically recalculates the fee
schedule for all registrants to ensure
compliance with the statutory
requirement that the full costs of
operating the various aspects of the

Diversion Control Program are
supported through registration fees.
Because self-certification occurs
annually and registration of
practitioners, including pharmacies,
occurs every three years, there is no way
to combine these two processes. That is,
because the time frames are not
concurrent, DEA cannot harmonize the
renewal of self-certification and
registration/reregistration for
pharmacies at this time. DEA has made
every effort to provide as much
harmonization as possible by permitting
those pharmacies who register with
DEA through the chain registration
process to also self-certify using that
process. Furthermore, when requested
by individual registrants, DEA has
endeavored to allow the self-
certification to expire in the same
month, but not necessarily the same
year, as the DEA registration.

DEA is considering whether to revise
the time period for registration of
practitioners (for example, requiring
registration on an annual basis). If DEA
pursues this course of action, it will
publish a separate rulemaking
requesting public comment on such a
change.

Reminder of self-certification
requirement: One commenter suggested
that DEA develop an annual outreach
program to remind regulated sellers of
their annual self-certification
requirement. Because self-certification
is a certification by the regulated seller
of compliance with the requirements of
CMEA, DEA believes that it is the
responsibility of the regulated seller to
obtain and maintain their self-
certification in good standing. Congress
indicated in CMEA that self-certification
is the responsibility of the regulated
seller and strictly limited DEA
involvement in the self-certification
process (21 U.S.C. 830(e)(1)(B)(iii)).

Signature of self-certification: In the
Notice of Proposed Rulemaking DEA
noted that it had previously requested
comments regarding who should be
authorized to sign the self-certification
for the regulated seller, given that the
person must be in a position to confirm
all the self-certification requirements
listed above. Two commenters
responded to the request. Both
commenters suggested that the manager
of the regulated seller be authorized to
sign the self-certification for the
regulated seller. DEA appreciates these
responses and will address this specific
issue in a separate rulemaking, as this
Final Rule is intended only to address
the self-certification fee and not other
aspects of the self-certification process.

Waiver of self-certification fee for
distributors of List I chemicals: One

commenter requested that DEA consider
waiving the self-certification fee for
entities that own both distributors of
List I chemicals and retailers of
controlled substances (e.g., non-
pharmacy retailers). DEA proposed the
waiver of the self-certification fee for
retail pharmacies who already maintain
a registration with DEA because the
retail sale of scheduled listed chemical
products is essentially the same activity
as dispensing (that is, sale at retail) of
controlled substances. Thus it makes
sense to exempt this category of
registered regulated sellers because the
activities are in fact similar. However,
the distribution of List I chemicals at the
non-retail level is not a similar activity
to retail dispensing or sales to
individual purchasers. DEA also notes
that self-certification is only required for
retail (not wholesale) distributors of
scheduled listed chemical products. If,
as the commenter claimed, there are
entities that distribute List I chemical
products and sell such products at the
retail level, then even prior to
enactment of CMEA such entities would
have been required to maintain two
separate registrations—one as a retail
distributor and one as a non-retail
distributor. Accordingly, the self-
certification fee is not waived for non-
retail distributors of List I chemicals.

Enforcement costs: Finally, one
commenter observed that the
calculation of the self-certification fee in
the Notice of Proposed Rulemaking did
not include any enforcement costs,
adding that this omission was
“astonishingly optimistic” and
suggesting that DEA include a small
amount of anticipated enforcement costs
to the overall fee calculation, and that
doing so “still would not make it
burdensome.” As DEA noted in the
Notice of Proposed Rulemaking, the
self-certification fee included in this
Final Rule does not include DEA
activities associated with enforcement
and judicial proceedings. CMEA gives
DEA the authority to prohibit a
regulated seller from selling scheduled
listed chemical products for certain
violations of CMEA. Following such an
order, the affected regulated seller is
entitled to an administrative hearing (if
requested in a timely manner). While
the costs of these enforcement activities
and the subsequent proceedings must be
supported through fees pursuant to the
statutory requirements previously
described above, because DEA is
uncertain of the resources required and
the likely costs of these activities, these
costs are not reflected in the self-
certification fee contained in this Final
Rule. Once DEA is able to determine the
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frequency of use of these tools and their
associated costs, these costs will be
recovered through fees associated with
self-certification as established in future
rulemakings.

II1. Self-Certification Fee

DEA considers the self-certification
requirements of the CMEA to fall within
the legal definition of controlled
substance and chemical diversion
control activities as governed by section
886a of the CSA (see above).
Accordingly, these activities fall under
the general operation of the Diversion
Control Program and are subject to the
requirements of the Appropriations Act
of 1993 that mandates that fees charged
shall be set at a level that ensures the
recovery of the full costs of operating
the various aspects of the Diversion
Control Program. The self-certification
requirements of CMEA fall under these
“various aspects.” Therefore, by this
Final Rule DEA will charge a fee for
each self-certification to comply with
these statutory requirements and ensure
that the full costs of operating the
Diversion Control Program are covered
by fees as required by law.

The fee for certification will be
applied to all associated costs, including
the initial one-time costs of setting up
the certification program, Web site, and
programmatic infrastructure, as well as
ongoing costs associated with the
provision of certifications, call center
support, maintenance of the self-
certification system, printing costs for
certificates that regulated sellers cannot
print, financial management, and other
related costs. DEA has established a
program to train its employees to
provide information regarding, and
accept, certifications and must establish
the infrastructure necessary for the

program. Required systems include
creation of history, renewal cycles,
investigative tools, business validation
rules, and development and
maintenance of the self-certification
Web site.

As discussed previously, other DEA
activities associated with self-
certification and compliance with
CMEA include enforcement and judicial
proceedings. CMEA gives DEA the
authority to prohibit a regulated seller
from selling scheduled listed chemical
products for certain violations of CMEA.
If DEA issues an order to a regulated
seller prohibiting that regulated seller
from selling scheduled listed chemical
products, the regulated seller is entitled
to an administrative hearing if the seller
files a timely request for a hearing. The
costs of these enforcement activities and
the subsequent proceedings must be
supported through fees pursuant to the
above described statutory requirements.
However, these costs are not reflected in
the self-certification fees contained in
this rulemaking, as DEA is uncertain of
their utilization. Once DEA is able to
determine the frequency of use of these
tools and their associated costs, these
costs will be recovered through fees
associated with self-certification as
established in future rulemakings.

Regulated sellers submit a
certification online via the DEA self-
certification Web site and will pay a fee
by credit card at the time of each
certification. DEA calculated this fee
based on estimated set-up costs in Fiscal
Year 2006 ($93,369) and Fiscal Years
2007 and 2008 operating and
maintenance costs ($1,338,484 and
$808,643, respectively) totaling
$2,240,496, as shown in Table 1 below.
The initial systems development and

set-up costs will not be repeated in
subsequent years. Thus, the total
amount to be recovered for Fiscal Years
2006 through 2008 is $2,240,496. Total
annual costs associated with operating
the certification process include staff
costs, operational and administrative
costs, Web hosting, monitoring and
maintenance costs (including hardware
and software maintenance), and annual
inflation adjustments.

To calculate the fee, DEA divided the
total costs for Fiscal Years 2006 through
2008 by the anticipated population of
affected regulated sellers of 55,000. As
of October 27, 2008, 53,989 retailers had
self-certified that they were in
compliance with the rule. In making the
final fee calculation, DEA doubled the
number of self-certified sellers from
55,000 to 110,000 to reflect one self-
certification and one renewal by each
person during Fiscal Years 2006—-2008,
the time period for which fees were
calculated. DEA notes that it has
adjusted the population of regulated
sellers to accurately characterize the
current number of persons self-certified
with DEA. This adjustment has resulted
in a higher cost per self-certified
location than DEA proposed in the
Notice of Proposed Rulemaking. All
costs are shown in the table below for
Fiscal Years 2006 through 2008. The
self-certification costs reflect the cost
per each self-certification per each
facility as required by CMEA.

To minimize administrative and
collection burdens, it is DEA’s policy to
round all fees up to the nearest dollar
when calculating fees. This is done to
ensure that the full cost of the Diversion
Control Program is collected as
mandated by statute. Therefore, the fee
for self-certifications will be $21.00.

TABLE 1—SELF-CERTIFICATION COSTS AND FEE CALCULATION

Project detail 2006 2007 2008 Total cost

PIANNING (1) cteteeeee ettt $3,029 $36,343 $37,002 $76,373
Design, Development, Deployment (2) ......ccoceevereerineereneere e seeeeseeeees $43,512 $703,863 $71,662 $819,037
Call Center, Finance, Mail Room, Printing (3) .....cccovrieriiiniiieee e $35,423 $425,075 $432,777 $893,275
Maintenance (4) $11,405 $173,203 $176,341 $360,949
ENhanCemMENES (5) ...eoiiiiieiiiiieiie ettt ettt st tee e seesneenies | eereesseeesieeseeenees | eeesseesseeesreenieeans $90,861 $90,861

TOUAL ettt e $93,369 $1,338,484 $808,643 $2,240,496
POPUIALION .. 55,000 55,000 | .oooeciiiieeeeeeee
Cost per certification (= total cost/population) $26.04 $14.71 $20.38

*2006 is only one month of operations.
Planning *

Design, Development, Deployment.
Creation of self-certification system **
Operation support includes:

5 FTE, 3% of their time; 1 D/l 5% of their time.

10% allocation of effort, 2 months planning; 6 months development; 2 months testing, Q/A, CM, C&A, deployment.
Call center, finance, distribution and printing operations.
** Self-certification system includes creation of history, renewal cycles, investigative tools, business validation rules.
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TABLE 2—CALCULATION OF FEE
. Self-certifi-
No. estimated : Fee for self-
Cost for FY2006-2008 to self-certify catlggngcvcélone certification
L2 0100 N /(55,000 *2) = $20.38 =$21.00

All regulated sellers will pay the $21
fee upon annual self-certification to the
DEA with the exception of those
regulated sellers who already maintain
an active registration with DEA to
dispense controlled substances, i.e.,
pharmacy registrants. In making this
exception, as described in further detail
in the Notice of Proposed Rulemaking
(72 FR 55712), DEA notes that many of
the regulated sellers affected by the self-
certification requirement already are
registered with DEA to dispense
controlled substances and therefore
already pay a registration/reregistration
fee to DEA. The CSA requires that all
manufacturers, importers, exporters,
distributors and dispensers (e.g.,
pharmacies) of controlled substances
and List I chemicals obtain an annual
registration with DEA. This process also
is under the administration of the
Diversion Control Program. For
example, pharmacies registered with
DEA to dispense controlled substances
pay a three-year registration fee of $551
(an annual equivalent of $184). This
annual (or three-year) registration fee
supports the operations of the Diversion
Control Program, including program
priorities and field management
oversight; coordination of major
investigations; drafting and
promulgating of regulations relating to
the enforcement of the CSA and other
legislation; advice and leadership on
state legislation/regulation; legal control
of drugs and chemicals not previously
under Federal control; control of
imports and exports of licit controlled
substances and chemicals; program
resource planning and allocation, and
investigation, inspection, and
cooperative efforts with other law
enforcement entities and the regulated
industries, among other activities.

While these existing registrants are
required by the CMEA to self-certify
with DEA if selling scheduled listed
chemical products, the self-certification
fee will be waived upon submission of
an active DEA pharmacy registration
number in good standing because these
registrants already pay an annual fee (or
annual fee equivalent) to support the
operations of the Diversion Control
Program.

DEA remains uncertain of the
anticipated costs associated with
enforcement activities related to self-

certification. Investigative and other
activities designed to ascertain and
ensure compliance with CMEA will
require funding in excess of one-time
set-up and maintenance expenses. DEA
anticipates publishing a Notice of
Proposed Rulemaking to revise the fee
for self-certification in the near future.
That rule will address costs related to
enforcement activities, as well as other
expenses related to self-certification of
regulated sellers of scheduled listed
chemical products. As with all fees
collected by DEA, fees collected beyond
Fiscal Year 2008, the projected end of
the three-year cycle discussed above,
will ensure recovery of the full costs of
the various aspects of the Diversion
Control Program as mandated by statute
(21 U.S.C. 886a). Those various aspects
of the Diversion Control Program could
include, among other things, costs of
enforcement activities associated with
self-certification.

Methodology Regarding Establishment
of Fee

CMEA specifically states that a
separate certification is required for
each separate location at which
scheduled listed chemical products are
sold. As such, mobile retail vendors
must certify for each location at which
sales transactions occur, e.g., a
fairground one week, a convention
center the next, etc. Similarly, large
corporate chains such as chain
pharmacies must certify for each
separate location at which scheduled
listed chemical products are sold. Each
location must self-certify for itself,
although DEA has established a process
for the self-certification of pharmacies
participating in DEA’s chain pharmacy
renewal program.

Additionally, CMEA mandates self-
certification for all regulated sellers
irrespective of the extent such entities
or persons handle scheduled listed
chemical products. Accordingly, DEA
may not alter the fee structure to
account for the extent to which self-
certifiers handle these products, for
example adjusting self-certification fees
according to sales volume or size of
establishment. DEA notes, as discussed
above, that all commenters supported
this position.

Finally, as referenced earlier in this
rulemaking, CMEA requires that all

persons selling scheduled listed
chemical products at retail self-certify to
DEA, regardless of whether those
persons are already registered with DEA
to handle controlled substances or List

I chemicals.

In its Interim Final Rule establishing
self-certification and other requirements
(71 FR 56008, September 26, 2006;
corrected at 71 FR 60609, October 13,
2006), DEA established that certification
must be renewed annually. However, to
spread the population of self-certifiers
throughout the year (i.e., to prevent all
persons who are self-certified from
continuing to renew in the month of
September every year), DEA in its
Interim Final Rule indicated that it will
assign self-certifiers to one of 12 groups.
Each group will have an expiration date
that will be the last day of a month from
12 to 23 months after the initial filing.
The expiration date is contained in each
regulated seller’s self-certification
certificate. After the second
certification, regulated sellers will be
required to certify annually. Thus,
between September 30, 2006, and the
end of Fiscal Year 2008 on September
30, 2008, all self-certifiers will have
initially self-certified and renewed their
certification once, assuming they
continue to sell scheduled listed
chemical products at retail. Payment of
the self-certification fee will be
completed at the same time as self-
certification.

Regulatory Certifications
Regulatory Flexibility Act

The Acting Administrator hereby
certifies that this rulemaking has been
drafted in accordance with the
Regulatory Flexibility Act (5 U.S.C.
601—-612), has reviewed this regulation,
and by approving it certifies that this
regulation will not have a significant
economic impact on a substantial
number of small entities. As discussed
previously, DEA has adjusted the
population of regulated sellers to
accurately characterize the current
number of persons self-certified with
DEA. This adjustment has resulted in a
higher cost per self-certified location
($21) than DEA proposed in the Notice
of Proposed Rulemaking ($16).

The Final Rule will affect a
substantial number of small entities, but
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will not have a significant economic
impact. The fee is minimal—$21 a year.
The smallest firms potentially covered
are general merchandise stores (NAICS
45299) where the average sales of the
smallest firms are $60,000 a year
according to the 2002 Retail Trade-
Subject Series of the Economic Census.
The smallest firms in the other sectors
(NAICS 44511 (grocery stores), 44512
(convenience stores), 44611 (drug
stores), 44711 (gas stations with
convenience stores)), except for
discount department stores (NAICS

452112) and superstores (NAICS 45291),
have annual sales of between $120,000
and $150,000. There are no discount
department stores or superstores with
annual sales of less than $1 million and
$5 million, respectively. The annual fee,
therefore, would represent less than
0.05 percent of sales for the smallest
store and generally about 0.01 percent of
sales, which does not impose a
significant economic impact.

Executive Order 12866

The Acting Administrator further
certifies that this rulemaking has been

drafted in accordance with the
principles in Executive Order 12866
section 1(b). It has been determined that
this is a significant regulatory action.
Therefore, this action has been reviewed
by the Office of Management and
Budget.

Regulated Sellers. As of October 27,
2008, 53,989 retailers had self-certified
with DEA. Table 3 presents the number
of retailers by sector and indicates
whether they have indicated that they
are DEA registrants.

TABLE 3—SECTORS SELLING SCHEDULED LISTED CHEMICAL PRODUCTS

. Non-
Registrants ;
NAICS e registrants
certified certified

N R T o ToT =Y o ] (o] (=Y PRSP 3,781 850
44611 Pharmacy and Arug STOTES .........oouiiiiiiiieiiie ettt ettt ettt sttt e et sa e e et e e s ee e e bt e seeeesbeenaneenteeeaneesneesneenens 27,678 500
452112 Discount DeParMENt STOMES ........coiuiiiiiiiiii ettt ettt e st e e te e s bt e sbeesaeeesaeesabeasbeeanbeesaeesnseenans 1,777 25
45291 Warehouse ClubS and SUPEISIOIES ......cccuiiiiiiiieiiiiie et ee ettt et e e s aee e e et e e sasteeesseeeesnseeeesnseeesseeeeanseeenn 4,373 6
S0 o] (o) - | PP U O UURTRRROPPRNY 37,609 1,381
44512 CONVENIENCE STOIES .....uuiviiiiieieieiitiiie e e e e eeeee e e e e e e s etae et eeeeeeeasaeeeeeeeseassaseeeeeseaasssssesseeesaasssssseeeeeaansssseseeeseansses 3 5,499
44711 Gas Stations With CONVENIENCE STOIES .......cccociiiiiiiiie et e e e et e e sar e e e eaa e e e eneeeas 0 9,020
45299 All other general Merchandise SIOrES ..........ccoviiiiiiiiiii e e 9 214
(O 1 1= SOOI 42 212
o) - L PSPPSR 37,663 16,326

Costs/Benefits. As discussed in the
previous sections, DEA has estimated
costs of $2,240,496 for Fiscal Years 2006
through 2008 for DEA to establish and
support the regulated seller self-
certification program, which CMEA
mandates. As required by law, this cost
will be recovered from regulated sellers
through a self-certification fee. As noted
in the previous section, the fee imposes
a minimal burden on regulated sellers.
CMEA requires self-certification as a
condition of selling these products. The
fee will allow DEA to operate a program
needed to permit regulated sellers to
continue offering scheduled listed
chemical products to their customers.

Executive Order 12988

This regulation meets the applicable
standards set forth in Sections 3(a) and
3(b)(2) of Executive Order 12988 Civil
Justice Reform.

Executive Order 13132

This rulemaking does not preempt or
modify any provision of state law; nor
does it impose enforcement
responsibilities on any state; nor does it
diminish the power of any state to
enforce its own laws. Accordingly, this
rulemaking does not have federalism
implications warranting the application
of Executive Order 13132.

Unfunded Mandates Reform Act of 1995

This rule will not result in the
expenditure by state, local, and tribal
governments, in the aggregate, or by the
private sector, of $120 million or more
(adjusted for inflation) in any one year,
and will not significantly or uniquely
affect small governments. Therefore, no
actions were deemed necessary under
the provisions of the Unfunded
Mandates Reform Act of 1995.

Congressional Review Act

This rule is not a major rule as
defined by section 804 of the Small
Business Regulatory Enforcement
Fairness Act (Congressional Review
Act). This rule will not result in an
annual effect on the economy of
$100,000,000 or more; a major increase
in costs or prices; or significant adverse
effects on competition, employment,
investment, productivity, innovation, or
on the ability of United States-based
companies to compete with foreign-
based companies in domestic and
export markets.

List of Subjects in 21 CFR Part 1314

Drug traffic control, Reporting and
recordkeeping requirements.

m For the reasons set out above, 21 CFR
Part 1314 is amended as follows:

PART 1314—RETAIL SALE OF
SCHEDULED LISTED CHEMICAL
PRODUCTS

m 1. The authority citation for Part 1314
is revised to read as follows:

Authority: 21 U.S.C. 802, 830, 842, 871(b),
875, 877, 886a.

m 2. Section 1314.42 is added to read as
follows:

§1314.42 Self-certification fee; time and
method of fee payment.

(a) A regulated seller must pay a fee
for each self-certification. For each
initial application to self-certify, and for
the renewal of each existing self-
certification, a regulated seller shall pay
a fee of $21.

(b) The fee for self-certification shall
be waived for any person holding a
current, DEA registration in good
standing as a pharmacy to dispense
controlled substances.

(c) A regulated seller shall pay the fee
at the time of self-certification.

(d) Payment shall be made by credit
card.

(e) The self-certification fee is not
refundable.
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December 18, 2008.
Michele M. Leonhart,
Acting Administrator.
[FR Doc. E8-30800 Filed 12—24—-08; 8:45 am]|
BILLING CODE 4410-09-P

DEPARTMENT OF HOUSING AND
URBAN DEVELOPMENT

24 CFR Part 180

Consolidated HUD Hearing Procedures
for Civil Rights Matters

CFR Correction

In title 24 of the Code of Federal
Regulations, parts 0 to 199, revised as of
April 1, 2008, on pages 733 and 734, in
§ 180.670, remove paragraphs
(b)(3)(iii)(A) through (b)(3)(iii)(C).

[FR Doc. E8-30942 Filed 12—24-08; 8:45 am]
BILLING CODE 1505-01-D

DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part 1
[TD 9442]
RIN 1545-BA11

Consolidated Returns; Intercompany
Obligations

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final
regulations under section 1502 of the
Internal Revenue Code (Code). The
regulations provide guidance regarding
the treatment of transactions involving
obligations between members of a
consolidated group. These final
regulations will affect affiliated groups
of corporations filing consolidated
returns.

DATES: Effective Date: These regulations
are effective on December 24, 2008.
Applicability Date: For dates of
applicability, see §§ 1.1502-13(g)(8) and
1.1502-28(d).
FOR FURTHER INFORMATION CONTACT:
Frances Kelly, (202) 622-7770 (not a
toll-free number).

SUPPLEMENTARY INFORMATION:

Background

On September 28, 2007, the IRS and
the Treasury Department published a
notice of proposed rulemaking (REG—
107592-00) in the Federal Register (72
FR 55139) (the 2007 Proposed
Regulations) which proposed to amend

§1.1502-13(g) (regarding the treatment
of transactions involving obligations
between members of a consolidated
group) and to add §1.1502—
13(e)(2)(ii)(C) (regarding the treatment of
certain transactions involving the
provision of insurance between
members of a consolidated group). The
2007 Proposed Regulations replaced an
earlier proposal (REG-105964—98) [63
FR 70354], published in the Federal
Register on December 21, 1998, which
was withdrawn.

On February 25, 2008, the IRS and the
Treasury Department published a notice
(Announcement 2008-25) in the
Federal Register (73 FR 9972)
withdrawing the portion of the 2007
Proposed Regulations relating to the
treatment of intercompany insurance
transactions. No public hearing
regarding the remaining portion of the
2007 Proposed Regulations was
requested or held. However, written,
electronic, and oral comments were
received. After consideration of all of
the comments, the 2007 Proposed
Regulations are adopted as revised by
this Treasury decision. The principal
comments and changes are discussed in
this preamble.

Explanation of Provisions

Former Regulations Under § 1.1502-
13(g) (the Former Regulations)

An intercompany obligation is
generally defined as an obligation
between members of a consolidated
group, but only for the period during
which both the creditor and debtor are
members of the group. The Former
Regulations under § 1.1502-13(g) (the
1995 regulations and the 1998 proposed
regulations, as in effect before these
final regulations), prescribe rules
relating to the treatment of transactions
involving such obligations, and apply
generally to three broad categories of
transactions; transactions in which an
obligation between a group member and
a nonmember becomes an intercompany
obligation (inbound transactions),
transactions in which an intercompany
obligation ceases to be an intercompany
obligation (outbound transactions), and
transactions in which an intercompany
obligation is assigned or extinguished
within the consolidated group
(intragroup transactions).

For all three types of transactions, the
intercompany obligation is treated as
satisfied and, if it remains outstanding,
reissued as a new obligation (the
deemed satisfaction-reissuance model).

Significant Changes Made by the 2007
Proposed Regulations

The 2007 Proposed Regulations make
several significant changes to the
Former Regulations, principally with
respect to intragroup and outbound
transactions.

First, the 2007 Proposed Regulations
simplify the mechanics of the deemed
satisfaction-reissuance model by
separating the deemed transactions from
the actual transaction. In general, the
new model deems the following
sequence of events to occur immediately
before, and independently of, the actual
transaction: (i) the debtor is deemed to
satisfy the obligation for a cash amount
equal to the obligation’s fair market
value, and (ii) the debtor is deemed to
immediately reissue the obligation to
the original creditor for that same cash
amount. The parties are then treated as
engaging in the actual transaction but
with the new obligation.

Second, the 2007 Proposed
Regulations provide that for transactions
where it is appropriate to require a
deemed satisfaction and reissuance, the
intercompany obligation generally
should be deemed satisfied and reissued
for its fair market value (rather than
issue price determined under the
original issue discount principles of
sections 1273 and 1274).

Third, the 2007 Proposed Regulations
narrow the scope of intragroup and
outbound transactions that trigger the
deemed satisfaction-reissuance model
by providing a number of exceptions to
its application. A deemed satisfaction
and reissuance generally is not required
for these excepted transactions either
because it is not necessary to apply the
deemed satisfaction-reissuance model to
carry out the purposes of § 1.1502-13(g)
or because the burdens associated with
valuing the obligation or applying the
mechanics of the deemed satisfaction-
reissuance model outweigh the benefits
achieved by its application.

Finally, the 2007 Proposed
Regulations include two anti-abuse
rules, the ‘“material tax benefit rule” and
the “off-market issuance rule,” which
are intended to prevent distortions of
consolidated taxable income resulting
from the shifting of built-in items from
intercompany obligations, or from the
issuance of obligations at a materially
off-market rate of interest through the
manipulation of a member’s tax
attributes or stock basis. These rules are
aimed at intragroup transactions
otherwise excepted from the deemed
satisfaction-reissuance model (to ensure
that the exceptions cannot be used to
distort consolidated taxable income
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through intragroup transactions) and
similar direct lending transactions.

General Comments

In general, commentators have been
supportive of the 2007 Proposed
Regulations, particularly with respect to
the simplified mechanics of the deemed
satisfaction-reissuance model and the
availability of exceptions to its
application. However, concerns have
been raised regarding the application of
the material tax benefit rule and the off-
market issuance rule. The principal
comments made with respect to these
rules and other significant provisions, as
well as the changes made in the final
regulations in response to these
comments, are discussed in this
preamble.

A. Anti-Abuse Rules

As proposed, the material tax benefit
rule generally applies to an intragroup
assignment or extinguishment otherwise
excepted from the deemed satisfaction-
reissuance model. Under this rule, if, at
the time of the assignment or
extinguishment, it is reasonably
foreseeable that the shifting of built-in
items from an intercompany obligation
between members will secure a material
tax benefit, the intercompany
transaction will be subject to the
deemed satisfaction-reissuance model.

The proposed off-market issuance rule
generally applies if an intercompany
obligation is issued at a materially off-
market rate of interest, and at the time
of issuance, it is reasonably foreseeable
that the shifting of built-in items from
the obligation will secure a material tax
benefit. In such cases, the intercompany
obligation will be treated as originally
issued for its fair market value, and any
difference between the amount loaned
and the fair market value of the
obligation will be treated as transferred
between the creditor member and the
debtor member, as appropriate (for
example, as a distribution or a
contribution to capital).

While acknowledging certain benefits
of the “reasonably foreseeable” test,
commentators believed that it would be
difficult to apply because the results of
the test would not be easily determined.
These commentators suggested that, for
purposes of determining the
applicability of each of the rules, the
“reasonably foreseeable” test be
replaced with a test that placed more
emphasis on the intent of the parties at
the time of the transaction (or issuance).
Specifically, they recommended that the
rules apply if “a principal purpose” of
the transaction (or the issuance) was to
secure a material tax benefit. If such a
test were adopted, the commentators

also thought it appropriate to provide
certain pro-government presumptions in
cases where the facts surrounding the
transaction suggested such intent.

These final regulations adopt the
commentators’ suggestions that the rules
should be “intent-based.” However,
consistent with other consolidated
return anti-abuse rules, these final
regulations provide that the rules’
application will be determined based
upon a “with a view” standard and
eliminate the requirement that the tax
benefit to be secured by the transaction
(or issuance) be material. In addition,
because the IRS and the Treasury
Department remain concerned about
distortions that could result from
transfers of intercompany obligations in
section 351 exchanges that are excepted
from the deemed satisfaction and
reissuance model, these final
regulations also adopt more specific
rules regarding such transfers (described
in part C.3.a. of this Preamble).

B. Deemed Satisfaction and Reissuance
for Fair Market Value

Commentators were generally
supportive of the 2007 Proposed
Regulations’ use of fair market value as
the amount for which an intercompany
obligation is deemed satisfied and
reissued. However, commentators also
noted the difficulty in valuing
intercompany obligations. Based upon
these comments, the IRS and the
Treasury Department are continuing to
study whether it is appropriate to
include certain simplifying
presumptions in determining value, and
comments are requested in this regard.

C. Exceptions and Related Provisions

1. Overlap of Exceptions and Deemed
Exchanges Under § 1.1001-3

The 2007 Proposed Regulations
provide a number of special rules for
transactions in which intercompany
debt is exchanged for newly issued
intercompany debt. With respect to
these intragroup debt-for-debt
exchanges, the newly issued obligation
generally is treated as issued for its fair
market value, and the intercompany
debt is deemed satisfied and reissued
for its fair market value.

Commentators questioned whether
this latter rule applied only in cases in
which the intragroup debt-for-debt
exchange involved a single issuer or
also in cases in which the obligations
had different issuers. The requirement is
intended to apply in both such cases.
Because the language of the 2007
Proposed Regulations encompasses both
of these situations, this rule has been
retained without change.

However, the 2007 Proposed
Regulations also contain an exception to
the deemed satisfaction-reissuance
model for certain routine debt
modifications involving a single issuer
(the routine modification exception).
This exception applies if all of the rights
and obligations under an intercompany
obligation are extinguished in an
exchange (or deemed exchange under
§ 1.1001-3) for a newly issued
intercompany obligation, and the issue
price of the new obligation equals both
the adjusted issue price and basis of the
extinguished obligation.

In addition to the routine
modification exception, the 2007
Proposed Regulations except from the
deemed satisfaction-reissuance model
many transactions that involve the
assumption of a debtor member’s
obligations under an intercompany
obligation (for example, an assumption
of an intercompany obligation in
connection with an intercompany
nonrecognition transaction). A number
of commentators noted that, in some
cases, these assumption transactions
also may be a significant modification of
the instrument resulting in a deemed
exchange under § 1.1001-3. In such
cases, commentators questioned how
the deemed exchange interacted with
the various exceptions to the deemed
satisfaction-reissuance model.

The IRS and the Treasury Department
believe that a deemed exchange under
§1.1001-3 that results from an
assumption transaction should be
subject to the same set of rules and
exceptions as apply to an actual two-
party exchange of a debt instrument.
Thus, even if the assumption
transaction is excepted from the deemed
satisfaction-reissuance model, any
deemed exchange resulting from the
assumption would be a triggering
transaction potentially subject to the
model. However, in most such cases the
deemed exchange will generally qualify
for the routine modification exception
and thus not require a deemed
satisfaction-reissuance.

Accordingly, these final regulations
clarify that the routine modification
exception applies to a deemed exchange
of intercompany debt for intercompany
debt that occurs under § 1.1001-3 as a
result of an assumption transaction.
Specifically, these final regulations
provide that, solely for purposes of this
exception, a newly issued intercompany
obligation will include an obligation
that is issued (or deemed issued) by a
member other than the original debtor if
such other member assumes the original
debtor’s obligations in certain excepted
transactions (intercompany
nonrecognition exchanges or
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intercompany taxable assumption
transactions), and the assumption
results in a significant modification and
deemed exchange under § 1.1001-3.

2. Exception for Intercompany Taxable
Assumption Transactions

The 2007 Proposed Regulations
provide an exception to the application
of the deemed satisfaction-reissuance
model for certain intercompany sales or
dispositions of assets where
intercompany obligations are assumed
as part of the transaction. This
exception was intended to apply only in
the case of a taxable sale (or other
taxable disposition) of assets.
Commentators noted, however, that the
2007 Proposed Regulations may be read
to apply to nonrecognition transactions
as well as taxable transactions. The IRS
and the Treasury Department agree with
the commentators and have revised the
regulation to reflect its intended scope.
However, as discussed in this preamble,
these final regulations also clarify that
the exception for certain section 351
nonrecognition exchanges is available
for transactions in which a debtor’s
obligation is assumed.

3. Intercompany Nonrecognition
Exchange Exceptions

The 2007 Proposed Regulations
provide an exception to the deemed
satisfaction-reissuance model for
intercompany exchanges to which
section 332 or 361 apply if neither the
creditor nor the debtor recognize an
amount of income, gain, deduction, or
loss in the transaction, or in
intercompany exchanges to which
section 351 applies if no such amount
is recognized by the creditor.

a. Section 351 Exception

Commentators questioned whether
the exception for section 351 exchanges
is available only for transactions in
which a creditor assigns an
intercompany obligation or if it also is
available for transactions in which a
debtor’s obligation under an
intercompany obligation is assumed.
The exception is intended to apply to
both such transactions. Consistent with
the exception for intercompany
exchanges under section 332 and
section 361, these final regulations
revise the exception for intercompany
exchanges under section 351 by
providing that it will apply only if
neither the creditor nor the debtor
recognizes an amount.

In addition, because the IRS and the
Treasury Department believe that the
assignment by a creditor of an
intercompany obligation in an
intercompany section 351 exchange

presents significant potential for
distortion, these final regulations limit
the availability of the exception for
certain of these section 351 transactions.
These transactions generally involve
exchanges where the transferor or
transferee member has a unique tax
attribute or special status, where the
transferee member issues preferred
stock in the exchange, or where the
stock of the transferee member (or the
stock of a direct or indirect owner of the
transferee member) is disposed of
within a short period after the exchange.

b. Scope of Exception Under Section
332.

With respect to intercompany
exchanges under section 332,
commentators requested clarification as
to the scope of the exception,
particularly with respect to the
requirement that no amount be
recognized in the exchange.
Accordingly, these final regulations
revise the exception to provide that it
applies to exchanges to which both
section 332 and section 337(a) apply in
which no amount is recognized by
either the creditor or debtor member.

c. Gain or Loss With Respect to an
Intercompany Obligation.

The exception to the deemed
satisfaction-reissuance model for
intercompany exchanges under sections
332, 351, and 361 generally is available
if no amount of income, gain, deduction
or loss is recognized. Commentators
questioned whether this exception was
available only where the amount
recognized was with respect to the
intercompany obligation. The
requirement that no amount be
recognized in the exchange applies to
amounts recognized with respect to all
assets. In exchanges where amounts are
recognized, the fair market value of all
assets (including the intercompany
obligation) must be determined. In such
cases, the IRS and the Treasury
Department do not believe it is unduly
burdensome to require a deemed
satisfaction and reissuance.
Accordingly, these final regulations
retain the language of the 2007 Proposed
Regulations.

4. Outbound Exception for
Intercompany Obligations Newly-Issued
in a Reorganization

The 2007 Proposed Regulations
provide an exception to the deemed
satisfaction-reissuance model for the
outbound transfer of an intercompany
obligation that is newly issued in an
intragroup reorganization and pursuant
to the plan of reorganization, is
distributed to a nonmember shareholder

or creditor in a transaction to which
section 361(c) applies. Commentators
generally supported this exception but
also suggested that, under similar
circumstances, an exception be added to
apply to certain intercompany
distributions of an intercompany
obligation if the obligation is transferred
outside of the group within a relatively
short period of time.

The IRS and the Treasury Department
are continuing to study the effects of the
deemed satisfaction-reissuance model
on such intercompany distributions in
conjunction with a broader study
regarding the interaction of section 361
and the intercompany transaction rules.
Accordingly, these final regulations do
not include the suggested exception.
However, the IRS and the Treasury
Department request further comments in
this regard.

5. Exceptions to the Application of
Section 108(e)(4)

The 2007 Proposed Regulations retain
the exceptions in the Former
Regulations for transactions involving
an obligation that becomes (in the
context of an inbound transaction) or
became (in the context of an intragroup
or outbound transaction), an
intercompany obligation by reason of an
event described in §1.108—2(e). In
general, these events are: (1)
Acquisitions of indebtedness with a
stated maturity date within one year of
the acquisition date if the indebtedness
is retired on or before that date (the
“short-term debt exception”); and (2)
acquisitions of indebtedness by a dealer
that acquires and disposes of the
indebtedness in the ordinary course of
its business of dealing in securities (the
“dealer exception™).

The short-term debt exception is
premised upon the view that imposition
of the deemed satisfaction-reissuance
model is unwarranted because the
indebtedness would be retired within
the short term by its own terms (and the
retirement would produce the same
results as that of the deemed satisfaction
and reissuance). With respect to the
dealer exception, because the
indebtedness’ status as an intercompany
obligation is likely transitory, the
burden associated with the deemed
satisfaction-reissuance model does not
warrant its application.

One commentator questioned whether
the short-term debt exception is
appropriate because the intragroup
retirement of the instrument may
produce items that differ in character
from those that would be obtained if the
instrument were subject to the deemed
satisfaction-reissuance model upon
entering the group. For example, if a
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depreciated obligation is deemed
satisfied and reissued immediately after
it enters the group, the attributes of the
creditor’s loss and the debtor’s
discharge of indebtedness income are
determined on a separate entity basis.
However, if the instrument is excepted
from the deemed satisfaction-reissuance
model when it enters the group, the
subsequent retirement of the note may
result, arguably, in a character match of
the creditor’s and debtor’s items. In
cases where the adjusted issue price and
basis of the note differ in amount, the
potential for differing results is
amplified. Therefore, the IRS and the
Treasury Department agree that the
short term debt exceptions for both
inbound and intragroup transactions
should be eliminated in these final
regulations. The dealer exception has
been retained in these final regulations.

Consistent with the Former
Regulations’ treatment of inbound
transactions, the 2007 Proposed
Regulations treat the attributes of the
debtor and creditor member’s items
from the deemed satisfaction on a
separate entity basis. The IRS and the
Treasury Department continue to
believe that separate entity treatment is
appropriate for such inbound
transactions.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in
Executive Order 12866. Therefore, a
regulatory assessment is not required. It
is hereby certified that these regulations
do not have a significant economic
impact on a substantial number of small
entities. This certification is based on
the fact that these regulations primarily
affect affiliated groups of corporations
that have elected to file consolidated
returns, which tend to be larger
businesses, and, moreover, that any
burden on taxpayers is minimal.
Therefore, a Regulatory Flexibility
Analysis under the Regulatory
Flexibility Act (5 U.S.C. chapter 6) is
not required. Pursuant to section 7805(f)
of the Internal Revenue Code, the notice
of proposed rulemaking preceding these
regulations was submitted to the Chief
Counsel for Advocacy of the Small
Business Administration for comment
on its impact on small business.

Drafting Information

The principal author of these
regulations is Frances Kelly, Office of
Associate Chief Counsel (Corporate).
However, other personnel from the IRS
and the Treasury Department
participated in their development.

List of Subjects in 26 CFR Part 1

Income taxes, Reporting and
recordkeeping requirements.

Adoption of Amendments to the
Regulations

m Accordingly, 26 CFR part 1 is
amended as follows:

PART 1—INCOME TAXES

m Paragraph 1. The authority citation
for part 1 continues to read in part as
follows:

Authority: 26 U.S.C. 7805. * * *
Sections 1.1502-13 and 1.1502-28
also issued under 26 U.S.C. 1502. * * *

m Par. 2. Section 1.1502-13 is amended
by:

lyl. Revising the heading and the
entries for § 1.1502—-13(g)(5) in
paragraph (a)(6)(ii).

m 2. Revising the first sentence of
paragraph (e)(2)(i).

m 3. Revising paragraph (g).

m 4. Removing paragraph (j)(9) Example
(5)(c).

The revisions read as follows:

§1.1502-13
(a] * % %
(6] * % %
(ii) I .
Obligations of members. (§ 1.1502—

13(g)(7)(i1))

Example 1. Interest on intercompany
obligation.

Example 2. Intercompany obligation
becomes nonintercompany obligation.

Example 3. Loss or bad debt
deduction with respect to intercompany
obligation.

Example 4. Intercompany
nonrecognition transactions.

Example 5. Assumption of
intercompany obligation.

Example 6. Extinguishment of
intercompany obligation.

Example 7. Exchange of intercompany
obligations.

Example 8. Tax benefit rule.

Example 9. Issuance at off-market rate
of interest.

Example 10. Nonintercompany
obligation becomes intercompany
obligation.

Example 11. Notional principal
contracts.

* * * * *

(e] * * %

(2)* * * (i) * * * Except as provided
in paragraph (g)(4)(v) of this section
(deferral of items from an intercompany
obligation), a member’s addition to, or
reduction of, a reserve for bad debts that
is maintained under section 585 is taken

into account on a separate entity basis.
I

Intercompany transactions.

* * * * *

(g) Obligations of members—(1) In
general. In addition to the general rules
of this section, the rules of this
paragraph (g) apply to intercompany
obligations.

(2) Definitions. For purposes of this
section, the following definitions
apply—

(i) Obligation of a member is a debt
or security of a member.

(A) Debt of a member is any
obligation of the member constituting
indebtedness under general principles
of Federal income tax law (for example,
under nonstatutory authorities, or under
section 108, section 163, or §1.1275—
1(d)), but not an executory obligation to
purchase or provide goods or services.

(B) Security of a member is any
security of the member described in
section 475(c)(2)(D) or (E), and any
commodity of the member described in
section 475(e)(2)(A), (B), or (C), but not
if the security or commodity is a
position with respect to the member’s
stock. See paragraphs (f)(4) and (f)(6) of
this section for special rules applicable
to positions with respect to a member’s
stock.

(ii) Intercompany obligation is an
obligation between members, but only
for the period during which both parties
are members.

(iii) Intercompany obligation
subgroup is comprised of two or more
members that include the creditor and
debtor on an intercompany obligation if
the creditor and debtor bear the
relationship described in section
1504(a)(1) to each other through an
intercompany obligation subgroup
parent.

(iv) Intercompany obligation
subgroup parent is the corporation
(including either the creditor or debtor)
that bears the same relationship to the
other members of the intercompany
obligation subgroup as a common parent
bears to the members of a consolidated
group. Any reference to an
intercompany obligation subgroup
parent includes, as the context may
require, a reference to a predecessor or
successor. For this purpose, a
predecessor is a transferor of assets to a
transferee (the successor) in a
transaction to which section 381(a)
applies.

(v) Tax benefit is the benefit of, for
Federal tax purposes, a net reduction in
income or gain, or a net increase in loss,
deduction, credit, or allowance. A tax
benefit includes, but is not limited to,
the use of a built-in item or items from
an intercompany obligation to reduce
gain or increase loss on the sale of
member stock, or to create or absorb a
tax attribute of a member or subgroup.
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(vi) Eighty-percent chain is a chain of
two or more corporations in which stock
meeting the requirements of section
1504(a)(2) of each lower-tier member is
held directly by a higher-tier member of
such chain.

(3) Deemed satisfaction and
reissuance of intercompany obligations
in triggering transactions—(i) Scope—
(A) Triggering transactions. For
purposes of this paragraph (g)(3), a
triggering transaction includes the
following:

(1) Assignment and extinguishment
transactions. Any intercompany
transaction in which a member realizes
an amount, directly or indirectly, from
the assignment or extinguishment of all
or part of its remaining rights or
obligations under an intercompany
obligation or any comparable
transaction in which a member realizes
any such amount, directly or indirectly,
from an intercompany obligation (for
example, a mark to fair market value of
an obligation or a bad debt deduction).
However, a reduction of the basis of an
intercompany obligation pursuant to
§1.1502-36(d) (attribute reduction to
prevent duplication of loss), or pursuant
to sections 108 and 1017 and §1.1502—
28 (basis reductions upon the exclusion
from gross income of discharge of
indebtedness) or any other provision
that adjusts the basis of an
intercompany obligation as a substitute
for income, gain, deduction, or loss, is
not a comparable transaction.

(2) Outbound transactions. Any
transaction in which an intercompany
obligation becomes an obligation that is
not an intercompany obligation.

(B) Exceptions. Except as provided in
paragraph (g)(3)(i)(C) of this section, a
transaction is not a triggering
transaction as described in paragraph
(g)(3)(i)(A) of this section if any of the
exceptions in this paragraph (g)(3)(i)(B)
apply. In making this determination, if
a creditor or debtor realizes an amount
in a transaction in which a creditor
assigns all or part of its rights under an
intercompany obligation to the debtor,
or a debtor assigns all of or part of its
obligations under an intercompany
obligation to the creditor, the
transaction will be treated as an
extinguishment and will be excepted
from the definition of “triggering
transaction” only if either of the
exceptions in paragraphs (g)(3)(i)(B)(5)
or (6) of this section apply. The
exceptions are as follows.

(1) Intercompany section 361, 332, or
351 exchange. The transaction is an
intercompany exchange to which
section 361(a), sections 332 and 337(a),
or (except as provided in the following
sentence) section 351 applies in which

no amount of income, gain, deduction
or loss is recognized by the creditor or
debtor. The assignment of an
intercompany obligation by a creditor
member in an intercompany exchange
to which section 351 applies is a
triggering transaction, notwithstanding
the preceding sentence, if a member of
the group is described in, or engages in
a transaction that is described in, any of
the following paragraphs.

(i) The transferor or transferee
member has a loss subject to a limitation
(for example, a loss from a separate
return limitation year that is subject to
limitation under § 1.1502—21(c), or a
dual consolidated loss that is subject to
limitation under § 1.1503(d)—4), but
only if the other member is not subject
to a comparable limitation;

(ii) The transferor or transferee
member has a special status within the
meaning of § 1.1502-13(c)(5) (for
example, a bank defined in section 581,
or a life insurance company subject to
tax under section 801) that the other
member does not also possess;

(7ii) A member of the group realizes
discharge of indebtedness income that is
excluded from gross income under
section 108(a) within the same taxable
year as that of the exchange, and the tax
attributes attributable to either the
transferor or the transferee member are
reduced under sections 108, 1017, and
§1.1502-28 (except if the attribute
reduction results solely from the
application of § 1.1502-28(a)(4)
(reduction of certain tax attributes
attributable to other members));

(iv) The transferee member has a
nonmember shareholder;

(v) The transferee member issues
preferred stock to the transferor member
in exchange for the assignment of the
intercompany obligation; or

(vi) The stock of the transferee
member (or a higher-tier member other
than a higher-tier member of an 80-
percent chain that includes the
transferee) is disposed of within 12
months from the assignment of the
intercompany obligation, unless at the
time of the assignment, the transferor
member, transferee member (or in the
case of successive section 351
exchanges, each transferor and
transferee member) and the debtor
member are all in the same 80-percent
chain; and all of the stock of the
transferee (or in the case of successive
section 351 exchanges, the lowest-tier
transferee) held by members of the
group is disposed of as part of the same
plan or arrangement, either directly or
indirectly, to persons that are not
members of the group.

(2) Intercompany assumption
transaction. All of the debtor’s

obligations under an intercompany
obligation are assumed in connection
with the debtor’s sale or other
disposition of property (other than
solely money) in an intercompany
transaction in which gain or loss is
recognized under section 1001.

(3) Exception to the application of
section 108(e)(4). The obligation became
an intercompany obligation by reason of
an event described in § 1.108-2(e)(2)
(exception to the application of section
108(e)(4) in the case of acquisitions by
securities dealers).

(4) Reserve accounting. The amount
realized is from reserve accounting
under section 585 (see paragraph
(g)(4)(v) of this section for special rules).

(5) Intercompany extinguishment
transaction. All or part of the rights and
obligations under the intercompany
obligation are extinguished in an
intercompany transaction (other than an
exchange or deemed exchange of an
intercompany obligation for a newly
issued intercompany obligation), the
adjusted issue price of the obligation is
equal to the creditor’s basis in the
obligation, and the debtor’s
corresponding item and the creditor’s
intercompany item (after taking into
account the special rules of paragraph
(g)(4)(1)(C) of this section) with respect
to the obligation offset in amount.

(6) Routine modification of
intercompany obligation. All of the
rights and obligations under the
intercompany obligation are
extinguished in an intercompany
transaction that is an exchange (or
deemed exchange) for a newly issued
intercompany obligation, and the issue
price of the newly issued obligation
equals both the adjusted issue price of
the extinguished obligation and the
creditor’s basis in the extinguished
obligation. Solely for purposes of the
preceding sentence, a newly issued
intercompany obligation includes an
obligation that is issued (or deemed
issued) by a member other than the
original debtor if such other member
assumes the original debtor’s obligations
under the original obligation in a
transaction that is described in either
paragraph (g)(3)(1)(B)(1) or (g)(3)(i)(B)(2)
of this section and the assumption
results in a significant modification of
the original obligation under § 1.1001—
3(e)(4) and a deemed exchange under
§1.1001-3(b).

(7) Outbound distribution of newly
issued intercompany obligation. The
intercompany obligation becomes an
obligation that is not an intercompany
obligation in a transaction in which a
member that is a party to the
reorganization exchanges property in
pursuance of the plan of reorganization
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for a newly issued intercompany
obligation of another member that is a
party to the reorganization and
distributes such intercompany
obligation to a nonmember shareholder
or nonmember creditor in a transaction
to which section 361(c) applies.

(8) Outbound subgroup exception.
The intercompany obligation becomes
an obligation that is not an
intercompany obligation in a transaction
in which the members of an
intercompany obligation subgroup cease
to be members of a consolidated group,
neither the creditor nor the debtor
recognize any income, gain, deduction,
or loss with respect to the intercompany
obligation, and such members constitute
an intercompany obligation subgroup of
another consolidated group immediately
after the transaction.

(C) Tax benefit rule. If an assignment
or extinguishment of an intercompany
obligation in an intercompany
transaction is otherwise excepted from
the definition of triggering transaction
under paragraph (g)(3)(1)(B)(1), (2), (5),
or (6) of this section (and not also under
paragraph (g)(3)(i)(B)(3) or (4) of this
section), and the assignment or
extinguishment is engaged in with a
view to shift items of built-in gain, loss,
income, or deduction from the
obligation from one member to another
member in order to secure a tax benefit
(as defined in paragraph (g)(2)(v) of this
section) that the group or its members
would not otherwise enjoy in a
consolidated or separate return year,
then the assignment or extinguishment
will be a triggering transaction to which
paragraph (g)(3)(ii) of this section
applies.

(ii) Application of deemed
satisfaction and reissuance. This
paragraph (g)(3)(ii) applies if a triggering
transaction occurs.

(A) General rule. If the intercompany
obligation is debt of a member, then
(except as provided in the following
sentence) the debt is treated for all
Federal income tax purposes as having
been satisfied by the debtor for cash in
an amount equal to its fair market value,
and then as having been reissued as a
new obligation (with a new holding
period but otherwise identical terms) for
the same amount of cash, immediately
before the triggering transaction.
However, if the creditor realizes an
amount with respect to the debt in the
triggering transaction that differs from
the debt’s fair market value, and the
triggering transaction is not an exchange
(or deemed exchange) of debt of a
member for newly issued debt of a
member, then the debt is treated for all
Federal income tax purposes as having
been satisfied by the debtor for cash in

an amount equal to such amount
realized, and reissued as a new
obligation (with a new holding period
but otherwise identical terms) for the
same amount of cash, immediately
before the triggering transaction. If the
triggering transaction is a mark to fair
market value under section 475, then
the intercompany obligation will be
deemed satisfied and reissued for its fair
market value (as determined under
section 475 and applicable regulations)
and section 475 will not otherwise
apply with respect to that triggering
transaction. If the intercompany
obligation is a security of a member,
similar principles apply (with
appropriate adjustments) to treat the
security as having been satisfied and
reissued immediately before the
triggering transaction.

(B) Treatment as separate transaction.
The deemed satisfaction and deemed
reissuance are treated as transactions
separate and apart from the triggering
transaction. The deemed satisfaction
and reissuance of a member’s debt will
not cause the debt to be recharacterized
as other than debt for Federal income
tax purposes.

(4) Special rules—(i) Timing and
attributes. For purposes of applying the
matching rule and the acceleration rule
to a transaction involving an
intercompany obligation (other than a
transaction to which paragraph (g)(5) of
th1s SBCUOH apﬁhes

A) Paragrap i) of this section
(treatment of 1ntercompany items if
corresponding items are excluded or
nondeductible) will not apply to
exclude any amount of income or gain
attributable to a reduction of the basis
of the intercompany obligation pursuant
to § 1.1502-36(d), or pursuant to
sections 108 and 1017 and § 1.1502—28
or any other provision that adjusts the
basis of an intercompany obligation as
a substitute for income or gain;

(B) Paragraph (c)(6)(ii) of this section
(limitation on treatment of
intercompany income or gain as
excluded from gross income) does not
apply to prevent any intercompany
income or gain from the intercompany
obligation from being excluded from
gross income;

(C) Any income, gain, deduction, or
loss from the intercompany obligation is
not subject to section 108(a), section
354, section 355(a)(1), section 1091, or,
in the case of an extinguishment of an
intercompany obligation in a transaction
in which the creditor transfers the
obligation to the debtor in exchange for
stock in such debtor, section 351(a); and

(D) Section 108(e)(7) does not apply
upon the extinguishment of an
intercompany obligation.

(ii) Newly issued obligation in
intercompany exchange. If an
intercompany obligation is exchanged
(or is deemed exchanged) for a newly
issued intercompany obligation and the
exchange (or deemed exchange) is not a
routine modification of an
intercompany obligation (as described
in paragraph (g)(3)(i)(B)(6) of this
section), then the newly issued
obligation will be treated for all Federal
income tax purposes as having an issue
price equal to its fair market value.

(iii) Off-market issuance. If an
intercompany obligation is issued at a
rate of interest that is materially off-
market (off-market obligation) with a
view to shift items of built-in gain, loss,
income, or deduction from the
obligation from one member to another
member in order to secure a tax benefit
(as defined in paragraph (g)(2)(v) of this
section), then the intercompany
obligation will be treated, for all Federal
income tax purposes, as originally
issued for its fair market value, and any
difference between the amount loaned
and the fair market value of the
obligation will be treated as transferred
between the creditor and the debtor at
the time the obligation is issued. For
example, if S lends $100 to B in return
for an off-market B note valued at $130,
and the note is issued with a view to
shift items from the note to secure a tax
benefit, then the B note will be treated
as issued for $130. The $30 difference
will be treated as a distribution or
capital contribution between S and B (as
appropriate) at the time of issuance, and
this amount will be reflected in future
payments on the note as bond issuance
premium. An adjustment to an off-
market obligation under this paragraph
(g)(4)(iii) will be made without regard to
the application of, and in lieu of any
adjustment under, section 467 (certain
payments for the use of property or
services), 482 (allocations among
commonly controlled taxpayers), 483
(interest on certain deferred payments),
1274 (determination of issue price for
certain debt instruments issued for
property), or 7872 (treatment of loans
with below-market interest rates).

(iv) Deferral of loss or deduction with
respect to nonmember indebtedness
acquired in certain debt exchanges. If a
creditor transfers an intercompany
obligation to a nonmember (former
intercompany obligation) in exchange
for newly issued debt of a nonmember
(nonmember debt), and the issue price
of the nonmember debt is not
determined by reference to its fair
market value (for example, the issue
price is determined under section
1273(b)(4) or 1274(a) or any other
provision of applicable law), then any
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loss of the creditor otherwise allowable
on the subsequent disposition of the
nonmember debt, or any comparable tax
benefit that would otherwise be
available in any other transaction that
directly or indirectly results from the
disposition of the nonmember debt, is
deferred until the date the debtor retires
the former intercompany obligation.

(v) Bad debt reserve. A member’s
deduction under section 585 for an
addition to its reserve for bad debts with
respect to an intercompany obligation is
not taken into account, and is not
treated as realized for purposes of
paragraph (g)(3)(i)(A)(1) of this section,
until the intercompany obligation is
extinguished or becomes an obligation
that is not an intercompany obligation.

(5) Deemed satisfaction and
reissuance of obligations becoming
intercompany obligations—(i)
Application of deemed satisfaction and
reissuance—(A) In general. This
paragraph (g)(5) applies if an obligation
that is not an intercompany obligation
becomes an intercompany obligation.

(B) Exceptions. This paragraph (g)(5)
does not apply to an intercompany
obligation if either of the following
exceptions apply.

(1) Exception to the application of
section 108(e)(4). The obligation
becomes an intercompany obligation by
reason of an event described in §1.108—
2(e)(2) (exception to the application of
section 108(e)(4) in the case of
acquisitions by securities dealers); or

(2) Inbound subgroup exception. The
obligation becomes an intercompany
obligation in a transaction in which the
members of an intercompany obligation
subgroup cease to be members of a
consolidated group, neither the creditor
nor the debtor recognize any income,
gain, deduction, or loss with respect to
the intercompany obligation, and such
members constitute an intercompany
obligation subgroup of another
consolidated group immediately after
the transaction.

(ii) Deemed satisfaction and
reissuance—(A) General rule. If the
intercompany obligation is debt of a
member, then the debt is treated for all
Federal income tax purposes,
immediately after it becomes an
intercompany obligation, as having been
satisfied by the debtor for cash in an
amount determined under the
principles of § 1.108-2(f), and then as
having been reissued as a new
obligation (with a new holding period
but otherwise identical terms) for the
same amount of cash. If the
intercompany obligation is a security of
a member, similar principles apply
(with appropriate adjustments) to treat
the security, immediately after it

becomes an intercompany obligation, as
satisfied and reissued by the debtor for
cash in an amount equal to its fair
market value.

(B) Treatment as separate transaction.
The deemed satisfaction and deemed
reissuance are treated as transactions
separate and apart from the transaction
in which the debt becomes an
intercompany obligation, and the tax
consequences of the transaction in
which the debt becomes an
intercompany obligation must be
determined before the deemed
satisfaction and reissuance occurs. (For
example, if the debt becomes an
intercompany obligation in a transaction
to which section 351 applies, any
limitation imposed by section 362(e) on
the basis of the intercompany obligation
in the hands of the transferee member
is determined before the deemed
satisfaction and reissuance.) The
deemed satisfaction and reissuance of a
member’s debt will not cause the debt
to be recharacterized as other than debt
for Federal income tax purposes.

(6) Special rules—(i) Timing and
attributes. If paragraph (g)(5) of this
section applies to an intercompany
obligation—

(A) Section 108(e)(4) does not apply;
(B) The attributes of all items taken
into account from the satisfaction of the
intercompany obligation are determined
on a separate entity basis, rather than by
treating S and B as divisions of a single

corporation; and

(C) Any intercompany gain or loss
realized by the creditor is not subject to
section 354 or section 1091.

(ii) Waiver of loss carryovers from
separate return limitation years. Solely
for purposes of § 1.1502-32(b)(4) and
the effect of any election under that
provision, any loss taken into account
under paragraph (g)(5) of this section by
a corporation that becomes a member as
a result of the transaction in which the
obligation becomes an intercompany
obligation is treated as a loss carryover
from a separate return limitation year.

(iii) Deduction of repurchase
premium in certain debt exchanges. If
an obligation to which paragraph (g)(5)
of this section applies is acquired in
exchange for the issuance of an
obligation to a nonmember and the issue
price of this newly issued obligation is
not determined by reference to its fair
market value (for example, the issue
price is determined under section
1273(b)(4) or 1274(a) or any other
provision of applicable law), then,
under the principles of § 1.163-7(c), any
repurchase premium from the deemed
satisfaction of the intercompany
obligation under paragraph (g)(5)(ii) of
this section will be amortized by the

debtor over the term of the obligation
issued to the nonmember in the same
manner as if it were original issue
discount and the obligation to the
nonmember had been issued directly by
the debtor.

(7) Examples—(i) In general. For
purposes of the examples in this
paragraph (g), unless otherwise stated,
interest is qualified stated interest under
§1.1273-1(c), and the intercompany
obligations are capital assets and are not
subject to section 475.

(ii) The application of this section to
obligations of members is illustrated by
the following examples:

Example 1. Interest on intercompany
obligation. (i) Facts. On January 1 of year 1,
B borrows $100 from S in return for B’s note
providing for $10 of interest annually at the
end of each year, and repayment of $100 at
the end of year 5. B fully performs its
obligations. Under their separate entity
methods of accounting, B accrues a $10
interest deduction annually under section
163, and S accrues $10 of interest income
annually under section 61(a)(4) and § 1.446—
2.

(ii) Matching rule. Under paragraph (b)(1)
of this section, the accrual of interest on B’s
note is an intercompany transaction. Under
the matching rule, S takes its $10 of income
into account in each of years 1 through 5 to
reflect the $10 difference between B’s $10 of
interest expense taken into account and the
$0 recomputed expense. S’s income and B’s
deduction are ordinary items. (Because S’s
intercompany item and B’s corresponding
item would both be ordinary on a separate
entity basis, the attributes are not
redetermined under paragraph (c)(1)(i) of this
section.)

(iii) Original issue discount. The facts are
the same as in paragraph (i) of this Example
1, except that B borrows $90 (rather than
$100) from S in return for B’s note providing
for $10 of interest annually and repayment of
$100 at the end of year 5. The principles
described in paragraph (ii) of this Example 1
for stated interest also apply to the $10 of
original issue discount. Thus, as B takes into
account its corresponding expense under
section 163(e), S takes into account its
intercompany income under section 1272. S’s
income and B’s deduction are ordinary items.

(iv) Tax-exempt income. The facts are the
same as in paragraph (i) of this Example 1,
except that B’s borrowing from S is allocable
under section 265 to B’s purchase of state
and local bonds to which section 103 applies.
The timing of S’s income is the same as in
paragraph (ii) of this Example 1. Under
paragraph (c)(4)(i) of this section, the
attributes of B’s corresponding item of
disallowed interest expense control the
attributes of S’s offsetting intercompany
interest income. Paragraph (c)(6) of this
section does not prevent the redetermination
of S’s intercompany item as excluded from
gross income because section 265(a)(2)
permanently and explicitly disallows B’s
corresponding deduction and because, under
paragraph (g)(4)(i)(B) of this section,
paragraph (c)(6)(ii) of this section does not
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apply to prevent any intercompany income
from the B note from being excluded from
gross income. Accordingly, S’s intercompany
income is treated as excluded from gross
income.

Example 2. Intercompany obligation
becomes nonintercompany obligation. (i)
Facts. On January 1 of year 1, B borrows $100
from S in return for B’s note providing for
$10 of interest annually at the end of each
year, and repayment of $100 at the end of
year 5. As of January 1 of year 3, B has paid
the interest accruing under the note and S
sells B’s note to X for $70, reflecting an
increase in prevailing market interest rates. B
is never insolvent within the meaning of
section 108(d)(3).

(ii) Deemed satisfaction and reissuance.
Because the B note becomes an obligation
that is not an intercompany obligation, the
transaction is a triggering transaction under
paragraph (g)(3)(i)(A)(2) of this section.
Under paragraph (g)(3)(ii) of this section, B’s
note is treated as satisfied and reissued for
its fair market value of $70 immediately
before S’s sale to X. As a result of the deemed
satisfaction of the note for less than its
adjusted issue price, B takes into account $30
of discharge of indebtedness income under
§1.61-12. On a separate entity basis, S’s $30
loss would be a capital loss under section
1271(a)(1). Under the matching rule,
however, the attributes of S’s intercompany
item and B’s corresponding item must be
redetermined to produce the same effect as
if the transaction had occurred between
divisions of a single corporation. Under
paragraph (c)(4)(i) of this section, the
attributes of B’s $30 of discharge of
indebtedness income control the attributes of
S’s loss. Thus, S’s loss is treated as ordinary
loss. B is also treated as reissuing,
immediately after the satisfaction, a new note
to S with a $70 issue price, a $100 stated
redemption price at maturity, and a $70 basis
in the hands of S. S is then treated as selling
the new note to X for the $70 received by S
in the actual transaction. Because S has a
basis of $70 in the new note, S recognizes no
gain or loss from the sale to X. After the sale,
the new note held by X is not an
intercompany obligation, it has a $70 issue
price, a $100 stated redemption price at
maturity, and a $70 basis. The $30 of original
issue discount will be taken into account by
B and X under sections 163(e) and 1272.

(iii) Creditor deconsolidation. The facts are
the same as in paragraph (i) of this Example
2, except that P sells S’s stock to X (rather
than S selling B’s note to X). Because the B
note becomes an obligation that is not an
intercompany obligation, the transaction is a
triggering transaction under paragraph
(g)(3)(1)(A)(2) of this section. Under
paragraph (g)(3)(ii) of this section, B’s note is
treated as satisfied and reissued for its $70
fair market value immediately before S
becomes a nonmember. The treatment of S’s
$30 of loss and B’s $30 of discharge of
indebtedness income is the same as in
paragraph (ii) of this Example 2. The new
note held by S upon deconsolidation is not
an intercompany obligation, it has a $70
issue price, a $100 stated redemption price
at maturity, and a $70 basis. The $30 of
original issue discount will be taken into

account by B and S under sections 163(e) and
1272.

(iv) Debtor deconsolidation. The facts are
the same as in paragraph (i) of this Example
2, except that P sells B’s stock to X (rather
than S selling B’s note to X). The results to
S and B are the same as in paragraph (iii) of
this Example 2.

(v) Subgroup exception. The facts are the
same as in paragraph (i) of this Example 2,
except that P owns all of the stock of S, S
owns all of the stock of B, and P sells all of
the S stock to X, the parent of another
consolidated group. Because B and S,
members of an intercompany obligation
subgroup, cease to be members of the P group
in a transaction that does not cause either
member to recognize an item with respect to
the B note, and such members constitute an
intercompany obligation subgroup in the X
group, P’s sale of S stock is not a triggering
transaction under paragraph (g)(3)(i)(B)(8) of
this section, and the note is not treated as
satisfied and reissued under paragraph
(g)(3)(ii) of this section. After the sale, the
note held by S has a $100 issue price, a $100
stated redemption price at maturity, and a
$100 basis. The results are the same if the S
stock is sold to an individual and the S-B
affiliated group elects to file a consolidated
return for the period beginning on the day
after S and B cease to be members of the P
group.

(vi) Section 338 election. The facts are the
same as paragraph (i) of this Example 2,
except that P sells S’s stock to X and a
section 338 election is made with respect to
the stock sale. Under section 338, S is treated
as selling all of its assets to new S, including
the B note, at the close of the acquisition
date. The aggregate deemed sales price
(within the meaning of § 1.338—4) allocated
to the B note is $70. Because the B note
becomes an obligation that is not an
intercompany obligation, the transaction is a
triggering transaction under paragraph
(g)(3)(1)(A)(2) of this section. Under
paragraph (g)(3)(ii) of this section, B’s note is
treated as satisfied and reissued immediately
before S’s deemed sale to new S for $70, the
amount realized with respect to the note (the
aggregate deemed sales price allocated to the
note under § 1.338—6). The results to S and
B are the same as in paragraph (ii) of this
Example 2.

(vii) Appreciated note. The facts are the
same as in paragraph (i) of this Example 2,
except that S sells B’s note to X for $130
(rather than $70), reflecting a decline in
prevailing market interest rates. Because the
B note becomes an obligation that is not an
intercompany obligation, the transaction is a
triggering transaction under paragraph
(g)(3)(1)(A)(2) of this section. Under
paragraph (g)(3)(ii) of this section, B’s note is
treated as satisfied and reissued for its fair
market value of $130 immediately before S’s
sale to X. As a result of the deemed
satisfaction of the note for more than its
adjusted issue price, B takes into account $30
of repurchase premium under § 1.163-7(c).
On a separate entity basis, S’s $30 gain would
be a capital gain under section 1271(a)(1).
Under the matching rule, however, the
attributes of S’s intercompany item and B’s
corresponding item must be redetermined to

produce the same effect as if the transaction
had occurred between divisions of a single
corporation. Under paragraph (c)(4)(i) of this
section, the attributes of B’s premium
deduction control the attributes of S’s gain.
Accordingly, S’s gain is treated as ordinary
income. B is also treated as reissuing,
immediately after the satisfaction, a new note
to S with a $130 issue price, $100 stated
redemption price at maturity, and $130 basis
in the hands of S. S is then treated as selling
the new note to X for the $130 received by

S in the actual transaction. Because S has a
basis of $130 in the new note, S recognizes
no gain or loss from the sale to X. After the
sale, the new note held by X is not an
intercompany obligation, it has a $130 issue
price, a $100 stated redemption price at
maturity, and a $130 basis. The treatment of
B’s $30 of bond issuance premium under the
new note is determined under §1.163-13.

(viii) Deferral of loss or deduction with
respect to nonmember indebtedness acquired
in debt exchange. The facts are the same as
in paragraph (i) of this Example 2, except
that S sells B’s note to X for a non-publicly
traded X note with an issue price and face
amount of $100 and a fair market value of
$70, and that, subsequently, S sells the X
note for $70. Because the B note becomes an
obligation that is not an intercompany
obligation, the transaction is a triggering
transaction under paragraph (g)(3)(i)(A)(2) of
this section. Under paragraph (g)(3)(ii) of this
section, B’s note is treated as satisfied and
reissued immediately before S’s sale to X for
$100, the amount realized with respect to the
note (determined under section 1274). As a
result of the deemed satisfaction, neither S
nor B take into account any items of income,
gain, deduction, or loss. S is then treated as
selling the new B note to X for the X note
received by S in the actual transaction.
Because S has a basis of $100 in the new
note, S recognizes no gain or loss from the
sale to X. After the sale, the new B note held
by X is not an intercompany obligation, it has
a $100 issue price, a $100 stated redemption
price at maturity, and a $100 basis. S also
holds an X note with a basis of $100 but a
fair market value of $70. When S disposes of
the X note, S’s loss on the disposition is
deferred under paragraph (g)(4)(iv) of this
section, until B retires its note (the former
intercompany obligation in the hands of X).

Example 3. Loss or bad debt deduction
with respect to intercompany obligation. (i)
Facts. On January 1 of year 1, B borrows $100
from S in return for B’s note providing for
$10 of interest annually at the end of each
year, and repayment of $100 at the end of
year 5. On January 1 of year 3, the fair market
value of the B note has declined to $60 and
S sells the B note to P for property with a
fair market value of $60. B is never insolvent
within the meaning of section 108(d)(3). The
B note is not a security within the meaning
of section 165(g)(2).

(ii) Deemed satisfaction and reissuance.
Because S realizes an amount of loss from the
assignment of the B note, the transaction is
a triggering transaction under paragraph
(g)(3)(1)(A)(2) of this section. Under
paragraph (g)(3)(ii) of this section, B’s note is
treated as satisfied and reissued for its fair
market value of $60 immediately before S’s
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sale to P. As a result of the deemed
satisfaction of the note for less than its
adjusted issue price ($100), B takes into
account $40 of discharge of indebtedness
income under § 1.61-12. On a separate entity
basis, S’s $40 loss would be a capital loss
under section 1271(a)(1). Under the matching
rule, however, the attributes of S’s
intercompany item and B’s corresponding
item must be redetermined to produce the
same effect as if the transaction had occurred
between divisions of a single corporation.
Under paragraph (c)(4)(i) of this section, the
attributes of B’s $40 of discharge of
indebtedness income control the attributes of
S’s loss. Thus, S’s loss is treated as ordinary
loss. B is also treated as reissuing,
immediately after the satisfaction, a new note
to S with a $60 issue price, $100 stated
redemption price at maturity, and $60 basis
in the hands of S. S is then treated as selling
the new note to P for the $60 of property
received by S in the actual transaction.
Because S has a basis of $60 in the new note,
S recognizes no gain or loss from the sale to
P. After the sale, the note is an intercompany
obligation, it has a $60 issue price and a $100
stated redemption price at maturity, and the
$40 of original issue discount will be taken
into account by B and P under sections
163(e) and 1272.

(iii) Partial bad debt deduction. The facts
are the same as in paragraph (i) of this
Example 3, except that S claims a $40 partial
bad debt deduction under section 166(a)(2)
(rather than selling the note to P). Because S
realizes a deduction from a transaction
comparable to an assignment of the B note,
the transaction is a triggering transaction
under paragraph (g)(3)(i)(A)(1) of this section.
Under paragraph (g)(3)(ii) of this section, B’s
note is treated as satisfied and reissued for
its fair market value of $60 immediately
before section 166(a)(2) applies. The
treatment of S’s $40 loss and B’s $40 of
discharge of indebtedness income are the
same as in paragraph (ii) of this Example 3.
After the reissuance, S has a basis of $60 in
the new note. Accordingly, the application of
section 166(a)(2) does not result in any
additional deduction for S. The $40 of
original issue discount on the new note will
be taken into account by B and S under
sections 163(e) and 1272.

(iv) Insolvent debtor. The facts are the same
as in paragraph (i) of this Example 3, except
that B is insolvent within the meaning of
section 108(d)(3) at the time that S sells the
note to P. As explained in paragraph (ii) of
this Example 3, the transaction is a triggering
transaction and the B note is treated as
satisfied and reissued for its fair market value
of $60 immediately before S’s sale to P. On
a separate entity basis, S’s $40 loss would be
capital, B’s $40 income would be excluded
from gross income under section 108(a), and
B would reduce attributes under section
108(b) or section 1017 (see also §1.1502—-28).
However, under paragraph (g)(4)(i)(C) of this
section, section 108(a) does not apply to
characterize B’s income as excluded from
gross income. Accordingly, the attributes of
S’s loss and B’s income are redetermined in
the same manner as in paragraph (ii) of this
Example 3.

Example 4. Intercompany nonrecognition
transactions. (i) Facts. On January 1 of year

1, B borrows $100 from S in return for B’s
note providing for $10 of interest annually at
the end of each year, and repayment of $100
at the end of year 5. As of January 1 of year
3, B has fully performed its obligations, but
the note’s fair market value is $130, reflecting
a decline in prevailing market interest rates.
On January 1 of year 3, S transfers the note
and other assets to a newly formed
corporation, Newco, for all of Newco’s
common stock in an exchange to which
section 351 applies.

(ii) No deemed satisfaction and reissuance.
Because the assignment of the B note is an
exchange to which section 351 applies and
S recognizes no gain or loss, the transaction
is not a triggering transaction under
paragraph (g)(3)(i)(B)(2) of this section, and
the note is not treated as satisfied and
reissued under paragraph (g)(3)(ii) of this
section.

(iii) Receipt of other property. The facts are
the same as in paragraph (i) of this Example
4, except that the other assets transferred to
Newco have a basis of $100 and a fair market
value of $260, and S receives, in addition to
Newco common stock, $15 of cash. Because
S would recognize $15 of gain under section
351(b), the assignment of the B note is a
triggering transaction under paragraph
(g)(3)(1)(A)(1) of this section. Under
paragraph (g)(3)(ii) of this section, B’s note is
treated as satisfied and reissued for its fair
market value of $130 immediately before the
transfer to Newco. As a result of the deemed
satisfaction of the note for more than its
adjusted issue price, B takes into account $30
of repurchase premium under § 1.163-7(c).
On a separate entity basis, S’s $30 gain would
be a capital gain under section 1271(a)(1).
Under the matching rule, however, the
attributes of S’s intercompany item and B’s
corresponding item must be redetermined to
produce the same effect as if the transaction
had occurred between divisions of a single
corporation. Under paragraph (c)(4)(i) of this
section, the attributes of B’s premium
deduction control the attributes of S’s gain.
Accordingly, S’s gain is treated as ordinary
income. B is also treated as reissuing,
immediately after the satisfaction, a new note
to S with a $130 issue price, $100 stated
redemption price at maturity, and $130 basis
in the hands of S. S is then treated as
transferring the new note to Newco for the
Newco stock and cash received by S in the
actual transaction. Because S has a basis of
$130 in the new B note, S recognizes no gain
or loss with respect to the transfer of the note
in the section 351 exchange, and S recognizes
$10 of gain with respect to the transfer of the
other assets under section 351(b). After the
transfer, the note has a $130 issue price and
a $100 stated redemption price at maturity.
The treatment of B’s $30 of bond issuance
premium under the new note is determined
under §1.163-13.

(iv) The facts are the same as in paragraph
(i) of this Example 4, except that T is a
member with a loss from a separate return
limitation year that is subject to limitation
under §1.1502—21(c) (a SRLY loss), and on
January 1 of year 3, S transfers the assets and
the B note to T in an exchange to which
section 351 applies. Because the transferee,
T, has a loss that is subject to a limitation,

the assignment of the B note is a triggering
transaction under paragraph (g)(3)(i)(A)(1) of
this section (the exception in paragraph
(g)(3)(1)(B)(1) of this section does not apply).
Under paragraph (g)(3)(ii) of this section, B’s
note is treated as satisfied and reissued for
its fair market value, immediately before S’s
transfer to T. As a result of the deemed
satisfaction of the note for more than its
adjusted issue price, B takes into account $30
of repurchase premium under § 1.163-7(c).
On a separate entity basis, S’s $30 gain would
be a capital gain under section 1271(a)(1).
Under the matching rule, however, the
attributes of S’s intercompany item and B’s
corresponding item must be redetermined to
produce the same effect as if the transaction
had occurred between divisions of a single
corporation. Under paragraph (c)(4)(i) of this
section, the attributes of B’s premium
deduction control the attributes of S’s gain.
Accordingly, S’s gain is treated as ordinary
income. B is also treated as reissuing,
immediately after the satisfaction, a new note
to S with a $130 issue price, $100 stated
redemption price at maturity, and $130 basis
in the hands of S. The treatment of B’s $30
of bond issuance premium under the new
note is determined under §1.163-13. S is
then treated as transferring the new note to
T as part of the section 351 exchange.
Because T will have a fair market value basis
in the reissued B note immediately after the
exchange, T’s intercompany item from the
subsequent retirement of the B note will not
reflect any of S’s built-in gain (and the
amount of T’s SRLY loss that may be
absorbed by such item will be limited to any
appreciation in the B note accruing after the
exchange).

(v) Intercompany obligation transferred in
section 332 transaction. The facts are the
same as in paragraph (i) of this Example 4,
except that S transfers the B note to P in
complete liquidation under section 332.
Because the transaction is an exchange to
which section 332 and section 337(a) applies,
and neither S nor B recognize gain or loss,
the transaction is not a triggering transaction
under paragraph (g)(3)(i)(B)(1) of this section,
and the note is not treated as satisfied and
reissued under paragraph (g)(3)(ii) of this
section.

Example 5. Assumption of intercompany
obligation. (i) Facts. On January 1 of year 1,
B borrows $100 from S in return for B’s note
providing for $10 of interest annually at the
end of each year, and repayment of $100 at
the end of year 5. The note is fully recourse
and is incurred for use in Business Z. As of
January 1 of year 3, B has fully performed its
obligations, but the note’s fair market value
is $110 reflecting a decline in prevailing
market interest rates. Business Z has a fair
market value of $95. On January 1 of year 3,
B transfers all of the assets of Business Z and
$15 of cash (substantially all of B’s assets) to
member T in exchange for the assumption by
T of all of B’s obligations under the note in
a transaction in which gain or loss is
recognized under section 1001. The terms
and conditions of the note are not modified
in connection with the sales transaction, the
transaction does not result in a change in
payment expectations, and no amount of
income, gain, loss, or deduction is recognized
by S, B, or T with respect to the note.
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(ii) No deemed satisfaction and reissuance.
Because all of B’s obligations under the B
note are assumed by T in connection with the
sale of the Business Z assets, the assignment
of B’s obligations under the note is not a
triggering transaction under paragraph
(g)(3)(1)(B)(2) of this section, and the note is
not treated as satisfied and reissued under
paragraph (g)(3)(ii) of this section.

Example 6. Extinguishment of
intercompany obligation. (i) Facts. On
January 1 of year 1, B borrows $100 from S
in return for B’s note providing for $10 of
interest annually at the end of each year, and
repayment of $100 at the end of year 20. The
note is a security within the meaning of
section 351(d)(2). As of January 1 of year 3,
B has fully performed its obligations, but the
fair market value of the B note is $130,
reflecting a decline in prevailing market
interest rates, and S transfers the note to B
in exchange for $130 of B stock in a
transaction to which both section 351 and
section 354 applies.

(ii) No deemed satisfaction and reissuance.
As a result of the satisfaction of the note for
more than its adjusted issue price, B takes
into account $30 of repurchase premium
under § 1.163-7(c). Although the transfer of
the B note is a transaction to which both
section 351 and section 354 applies, under
paragraph (g)(4)(i)(C) of this section, any gain
or loss from the intercompany obligation is
not subject to either section 351(a) or section
354, and therefore, S has a $30 gain under
section 1001. Because the note is
extinguished in a transaction in which the
adjusted issue price of the note is equal to
the creditor’s basis in the note, and the
debtor’s and creditor’s items offset in
amount, the transaction is not a triggering
transaction under paragraph (g)(3)(i)(B)(5) of
this section, and the note is not treated as
satisfied and reissued under paragraph
(g)(3)(ii) of this section. On a separate entity
basis, S’s $30 gain would be a capital gain
under section 1271(a)(1). Under the matching
rule, however, the attributes of S’s
intercompany item and B’s corresponding
item must be redetermined to produce the
same effect as if the transaction had occurred
between divisions of a single corporation.
Under paragraph (c)(4)(i) of this section, the
attributes of B’s premium deduction control
the attributes of S’s gain. Accordingly, S’s
gain is treated as ordinary income. Under
paragraph (g)(4)(i)(D) of this section, section
108(e)(7) does not apply upon the
extinguishment of the B note, and therefore,
the B stock received by S in the exchange
will not be treated as section 1245 property.

Example 7. Exchange of intercompany
obligations. (i) Facts. On January 1 of year 1,
B borrows $100 from S in return for B’s note
providing for $10 of interest annually at the
end of each year, and repayment of $100 at
the end of year 20. As of January 1 of year
3, B has fully performed its obligations and,
pursuant to a recapitalization to which
section 368(a)(1)(E) applies, B issues a new
note to S in exchange for the original B note.
The new B note has an issue price, stated
redemption price at maturity, and stated
principal amount of $100, but contains terms
that differ sufficiently from the terms of the
original B note to cause a realization event

under § 1.1001-3. The original B note and the
new B note are both securities (within the
meaning of section 354(a)(1)).

(ii) No deemed satisfaction and reissuance.
Because the original B note is extinguished
in exchange for a newly issued B note and
the issue price of the new B note is equal to
both the adjusted issue price of the original
B note and S’s basis in the original B note,
the transaction is not a triggering transaction
under paragraph (g)(3)(i)(B)(6) of this section,
and the note is not treated as satisfied and
reissued under paragraph (g)(3)(ii) of this
section. B has neither income from discharge
of indebtedness under section 108(e)(10) nor
a deduction for repurchase premium under
§1.163-7(c). Although the exchange of the
original B note for the new B note is a
transaction to which section 354 applies,
under paragraph (g)(4)(i)(C) of this section,
any gain or loss from the intercompany
obligation is not subject to section 354.
Under section 1001, S has no gain or loss
from the exchange of notes.

Example 8. Tax benefit rule. (i) Facts. On
January 1 of year 1, B borrows $100 from S
in return for B’s note providing for $10 of
interest annually at the end of each year, and
repayment of $100 at the end of year 5. As
of January 1 of year 3, B has fully performed
its obligations, but the note’s fair market
value has depreciated, reflecting an increase
in prevailing market interest rates. On that
date, S transfers the B note to member T as
part of an exchange for T common stock
which is intended to qualify for
nonrecognition treatment under section 351
but with a view to sell the T stock at a
reduced gain. On February 1 of year 4, all of
the stock of T is sold at a reduced gain.

(ii) Deemed satisfaction and reissuance.
Because the assignment of the B note does
not occur within 12 months of the sale of T
stock, paragraph (g)(3)(i)(B)(1)(vi) of this
section does not apply to treat the assignment
as a triggering transaction. However, because
the assignment of the B note was engaged in
with a view to shift built-in loss from the
obligation in order to secure a tax benefit that
the group or its members would not
otherwise enjoy, under paragraph (g)(3)(i)(C)
of this section, the assignment of the B note
is a triggering transaction to which paragraph
(g)(3)(ii) of this section applies. Under
paragraph (g)(3)(ii) of this section, B’s note is
treated as satisfied and reissued for its fair
market value, immediately before S’s transfer
to T. As a result of the deemed satisfaction
of the note for less than its adjusted issue
price, B takes into account discharge of
indebtedness income and S has a
corresponding loss which is treated as
ordinary loss. B is also treated as reissuing,
immediately after the deemed satisfaction, a
new note to S with an issue price and basis
equal to its fair market value. S is then
treated as transferring the new note to T as
part of the section 351 exchange. Because S’s
basis in the T stock received with respect to
the transferred B note is equal to its fair
market value, S’s gain with respect to the T
stock will not reflect any of the built-in loss
attributable to the B note. (This example does
not address common law doctrines or other
authorities that might apply to recharacterize
the transaction or to otherwise affect the tax
treatment of the transaction.)

Example 9. Issuance at off-market rate of
interest. (i) Facts. T is a member with a SRLY
loss. T’s sole shareholder, P, borrows an
amount of cash from T in return for a P note
that provides for a materially above market
rate of interest. The P note is issued with a
view to generate additional interest income
to T over the term of the note to facilitate the
absorption of T’s SRLY loss.

(ii) With a view. Because the P note is
issued with a view to shift interest income
from the off-market obligation in order to
secure a tax benefit that the group or its
members would not otherwise enjoy, under
paragraph (g)(4)(iii) of this section, the
intercompany obligation is treated, for all
Federal income tax purposes, as originally
issued for its fair market value so T is treated
as purchasing the note at a premium. The
difference between the amount loaned and
the fair market value of the obligation is
treated as transferred from P to T as a capital
contribution at the time the note is issued.
Throughout the term of the note, T takes into
account interest income and bond premium
and P takes into account interest deduction
and bond issuance premium under generally
applicable Internal Revenue Code sections.
The adjustment under paragraph (g)(4)(iii) of
this section is made without regard to the
application of, and in lieu of any adjustment
under, section 482 or 1274.

Example 10. Nonintercompany obligation
becomes intercompany obligation. (i) Facts.
On January 1 of year 1, B borrows $100 from
X in return for B’s note providing for $10 of
interest annually at the end of each year, and
repayment of $100 at the end of year 5. As
of January 1 of year 3, B has fully performed
its obligations, but the note’s fair market
value is $70, reflecting an increase in
prevailing market interest rates. On January
1 of year 3, P buys all of X’s stock. B is
solvent within the meaning of section
108(d)(3).

(ii) Deemed satisfaction and reissuance.
Under paragraph (g)(5)(ii) of this section, B’s
note is treated as satisfied for $70
(determined under the principles of § 1.108—
2(f)(2)) immediately after it becomes an
intercompany obligation. Both X’s $30
capital loss (under section 1271(a)(1)) and B’s
$30 of discharge of indebtedness income
(under § 1.61—12) are taken into account in
determining consolidated taxable income for
year 3. Under paragraph (g)(6)(i)(B) of this
section, the attributes of items resulting from
the satisfaction are determined on a separate
entity basis. But see section 382 and
§1.1502-15 (as appropriate). B is also treated
as reissuing a new note to X. The new note
is an intercompany obligation, it has a $70
issue price and $100 stated redemption price
at maturity, and the $30 of original issue
discount will be taken into account by B and
X in the same manner as provided in
paragraph (iii) of Example 1 of this paragraph
©7).

(iii) Amortization of repurchase premium.
The facts are the same as in paragraph (i) of
this Example 10, except that on January 1 of
year 3, the B note has a fair market value of
$130 and rather than P purchasing the X
stock, P purchases the B note from X by
issuing its own note. The P note has an issue
price, stated redemption price at maturity,
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stated principal amount, and fair market
value of $130. Under paragraph (g)(5)(ii) of
this section, B’s note is treated as satisfied for
$130 (determined under the principles of
§1.108-2(f)(1)) immediately after it becomes
an intercompany obligation. As a result of the
deemed satisfaction of the note, P has no gain
or loss and B has $30 of repurchase premium.
Under paragraph (g)(6)(iii) of this section, B’s
$30 of repurchase premium from the deemed
satisfaction is amortized by B over the term
of the newly issued P note in the same
manner as if it were original issue discount
and the newly issued P note had been issued
directly by B. B is also treated as reissuing

a new note to P. The new note is an
intercompany obligation, it has a $130 issue
price and $100 stated redemption price at
maturity, and the treatment of B’s $30 of
bond issuance premium under the new B
note is determined under §1.163-13.

(iv) Election to file consolidated returns.
Assume instead that B borrows $100 from S
during year 1, but the P group does not file
consolidated returns until year 3. Under
paragraph (g)(5)(ii) of this section, B’s note is
treated as satisfied and reissued as a new
note immediately after the note becomes an
intercompany obligation. The satisfaction
and reissuance are deemed to occur on
January 1 of year 3, for the fair market value
of the obligation (determined under the
principles of § 1.108-2(f)(2)) at that time.

Example 11. Notional principal contracts.
(i) Facts. On April 1 of year 1, M1 enters into
a contract with counterparty M2 under
which, for a term of five years, M1 is
obligated to make a payment to M2 each
April 1, beginning in year 2, in an amount
equal to the London Interbank Offered Rate
(LIBOR), as determined by reference to
LIBOR on the day each payment is due,
multiplied by a $1,000 notional principal
amount. M2 is obligated to make a payment
to M1 each April 1, beginning in year 2, in
an amount equal to 8 percent multiplied by
the same notional principal amount. LIBOR
is 7.80 percent on April 1 of year 2, and
therefore, M2 owes $2 to M1.

(ii) Matching rule. Under § 1.446-3(d), the
net income (or net deduction) from a notional
principal contract for a taxable year is
included in (or deducted from) gross income.
Under § 1.446-3(e), the ratable daily portion
of M2’s obligation to M1 as of December 31
of year 1 is $1.50 ($2 multiplied by 275/365).
Under the matching rule, M1’s net income for
year 1 of $1.50 is taken into account to reflect
the difference between M2’s net deduction of
$1.50 taken into account and the $0
recomputed net deduction. Similarly, the
$.50 balance of the $2 of net periodic
payments made on April 1 of year 2 is taken
into account for year 2 in M1’s and M2’s net
income and net deduction from the contract.
In addition, the attributes of M1’s
intercompany income and M2’s
corresponding deduction are redetermined to
produce the same effect as if the transaction
had occurred between divisions of a single
corporation. Under paragraph (c)(4)(i) of this
section, the attributes of M2’s corresponding
deduction control the attributes of M1’s
intercompany income. (Although M1 is the
selling member with respect to the payment
on April 1 of year 2, it might be the buying

member in a subsequent period if it owes the
net payment.)

(iii) Dealer. The facts are the same as in
paragraph (i) of this Example 11, except that
M2 is a dealer in securities, and the contract
with M1 is not inventory in the hands of M2.
Under section 475, M2 must mark its
securities to fair market value at year-end.
Assume that under section 475, M2’s loss
from marking to fair market value the
contract with M1 is $10. Because M2 realizes
an amount of loss from the mark to fair
market value of the contract, the transaction
is a triggering transaction under paragraph
(g)(3)(1)(A)(1) of this section. Under
paragraph (g)(3)(ii) of this section, M2 is
treated as making a $10 payment to M1 to
terminate the contract immediately before a
new contract is treated as reissued with an
up-front payment by M1 to M2 of $10. M1’s
$10 of income from the termination payment
is taken into account under the matching rule
to reflect M2’s deduction under § 1.446-3(h).
The attributes of M1’s intercompany income
and M2’s corresponding deduction are
redetermined to produce the same effect as
if the transaction had occurred between
divisions of a single corporation. Under
paragraph (c)(4)(i) of this section, the
attributes of M2’s corresponding deduction
control the attributes of M1’s intercompany
income. Accordingly, M1’s income is treated
as ordinary income. Under § 1.446-3(f), the
deemed $10 up-front payment by M1 to M2
in connection with the issuance of a new
contract is taken into account over the term
of the new contract in a manner reflecting the
economic substance of the contract (for
example, allocating the payment in
accordance with the forward rates of a series
of cash-settled forward contracts that reflect
the specified index and the $1,000 notional
principal amount). (The timing of taking
items into account is the same if M1, rather
than M2, is the dealer subject to the mark-
to-market requirement of section 475 at year-
end. However in this case, because the
attributes of the corresponding deduction
control the attributes of the intercompany
income, M1’s income from the deemed
termination payment from M2 might be
ordinary or capital). Under paragraph
(g)(3)(ii)(A) of this section, section 475 does
not apply to mark the notional principal
contract to fair market value after its deemed
satisfaction and reissuance.

(8) Effective/applicability date. The
rules of this paragraph (g) apply to
transactions involving intercompany
obligations occurring in consolidated
return years beginning on or after
December 24, 2008.

* * * * *

m Par. 3. Section 1.1502-28 is amended
by:
m 1. Revising paragraph (b)(5)(i).
m 2. Revising the last sentence of
paragraph (b)(5)(ii).
m 3. Adding a sentence to the end of
paragraph (d).

The revisions and addition reads as
follows:

§1.1502-28 Consolidated section 108.

* * * * *

(b) * * *

(5) Reduction of basis of
intercompany obligations and former
intercompany obligations—(i)
Intercompany obligations that cease to
be intercompany obligations. If
excluded COD income is realized in a
consolidated return year in which an
intercompany obligation becomes an
obligation that is not an intercompany
obligation because the debtor or creditor
becomes a nonmember, or because the
assets of the debtor or the creditor are
acquired by a nonmember in a
transaction to which section 381
applies, then the basis of such
intercompany obligation (or new
obligation if the intercompany
obligation is deemed reissued under
§ 1.1502-13(g)(3)) is available for
reduction in respect of such excluded
COD income pursuant to sections 108
and 1017 and this section.

(i) * * * See §1.1502—
13(g)(3)(1)(A)(2) and (g)(4)()(A).

* * * * *

(d) * * * Paragraph (b)(5)(i) of this
section and the last sentence of
paragraph (b)(5)(ii) of this section
applies to transactions occurring in
consolidated return years beginning on
or after December 24, 2008.

Linda E. Stiff,

Deputy Commissioner for Services and
Enforcement.

Approved: December 18, 2008.
Eric Solomon,
Assistant Secretary of the Treasury (Tax
Policy).
[FR Doc. E8—30718 Filed 12—24—-08; 8:45 am)]
BILLING CODE 4810-01-P

DEPARTMENT OF THE TREASURY

Internal Revenue Service

26 CFR Part 1
[TD 9438]
RIN 1545-BI50

Guidance Regarding Foreign Base
Company Sales Income

AGENCY: Internal Revenue Service (IRS),
Treasury.

ACTION: Final and temporary
regulations.

SUMMARY: This document contains final
and temporary regulations that provide
guidance relating to foreign base
company sales income in cases in which
personal property sold by a controlled
foreign corporation is manufactured,
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produced, or constructed pursuant to a
contract manufacturing arrangement or
by one or more branches of the
controlled foreign corporation. These
regulations modify the foreign base
company sales income regulations to
address current business structures and
practices, particularly the growing
importance of contract manufacturing
and other manufacturing arrangements.
These regulations, in general, will affect
controlled foreign corporations and
their United States shareholders. The
text of the temporary regulations also
serves as the text of the proposed
regulations set forth in the notice of
proposed rulemaking on this subject in
the Proposed Rules section in this issue
of the Federal Register.

DATES: Effective Date. These regulations
are effective July 1, 2009.

Applicability Date. For dates of
applicability, see § 1.954-3(c) and
§1.954-3T(e). The final regulations
shall apply to taxable years of controlled
foreign corporations beginning after
June 30, 2009, and for taxable years of
United States shareholders in which or
with which such taxable years of the
controlled foreign corporations end. The
temporary regulations shall apply to
taxable years of controlled foreign
corporations beginning after June 30,
2009, and for taxable years of United
States shareholders in which or with
which such taxable years of the
controlled foreign corporations end.
FOR FURTHER INFORMATION CONTACT:
Ethan Atticks, (202) 622—-3840 (not a
toll-free number).

SUPPLEMENTARY INFORMATION:

Background

On February 28, 2008, the IRS and the
Treasury Department published in the
Federal Register proposed regulations
(REG—-124590-07, 2008-16 IRB 801, 73
FR 10716, as corrected at 73 FR 20201),
which provided proposed amendments
to § 1.954-3, addressing the treatment of
contract manufacturing arrangements
under the foreign base company sales
income (FBCSI) rules. Written
comments were received in response to
the notice of proposed rulemaking, and
a public hearing on the proposed
regulations was held on July 29, 2008.

Section 954(d)(1) defines FBCSI to
mean income derived by a controlled
foreign corporation (CFC) in connection
with: (1) The purchase of personal
property from a related person and its
sale to any person, (2) the sale of
personal property to any person on
behalf of a related person, (3) the
purchase of personal property from any
person and its sale to a related person
or (4) the purchase of personal property

from any person on behalf of a related
person, provided (in all these cases) that
the property is manufactured, produced,
grown or extracted outside of the CFC’s
country of organization and is sold for
use, consumption or disposition outside
of such country.

The existing regulations further define
FBCSI and the applicable exceptions
from FBSCI, including the exceptions to
the FBCSI rules for personal property
that is: (1) Manufactured, produced,
constructed, grown, or extracted within
the CFC’s country of organization (same
country manufacture exception); (2)
sold for use, consumption or disposition
within the CFC’s country of
organization; and (3) manufactured,
produced, or constructed by the CFC
(the manufacturing exception). See
§1.954-3(a)(2)—(4).

The existing regulations set forth
certain tests to determine whether a CFC
satisfies the manufacturing exception:
The “substantial transformation test” of
§1.954-3(a)(4)(ii) and the “substantive
test” and safe harbor of § 1.954—
3(a)(4)(iii). For purposes of this
preamble, the requirements of § 1.954—
3(a)(4)(ii) and 1.954-3(a)(4)(iii) will be
referred to collectively as the “physical
manufacturing test” and the satisfaction
of either test will be described as
“physical manufacturing.”

The proposed regulations provide a
third test for satisfying the
manufacturing exception, which may
apply when a CFC is involved in the
manufacturing process but does not
satisfy the physical manufacturing test.
In particular, the proposed regulations
provide that a CFC will satisfy the
manufacturing exception if the facts and
circumstances evince that the CFC
makes a substantial contribution
through the activities of its employees to
the manufacture, production, or
construction of personal property
(substantial contribution test). The
proposed regulations also propose other
modifications to the existing regulations
to address the treatment of contract
manufacturing arrangements under the
FBCSI rules.

Written comments were received in
response to the notice of proposed
rulemaking, and a public hearing was
held on July 29, 2008. After
consideration of all the comments, the
proposed regulations, as revised by this
Treasury decision, are adopted as final
and temporary regulations.

Summary of Comments and
Explanation of Provisions

This Treasury decision contains final
and temporary regulations relating to
FBCSI. The temporary regulations
contained in this Treasury decision also

serve as the text of proposed regulations
set forth in a notice of proposed
rulemaking on this subject in the
Proposed Rules section in this issue of
the Federal Register. The preamble to
this Treasury decision will refer to the
proposed regulations published in the
Federal Register on February 28, 2008,
as the proposed regulations. The
preamble will refer to the regulations
that are published simultaneously as
temporary regulations in this Treasury
decision and as proposed regulations in
this issue of the Federal Register as the
temporary regulations.

A. Substantial Contribution Test

The proposed regulations provide that
a CFC will satisfy the substantial
contribution test with respect to
personal property only if all the facts
and circumstances evince that the CFC
makes a substantial contribution
through the activities of its employees to
the manufacture of the property. Prop.
Reg. § 1.954-3(a)(4)(iv)(b) includes a
non-exclusive list of activities
(collectively, “indicia of
manufacturing”) to be considered in
determining whether the CFC satisfies
the substantial contribution test with
respect to the manufacture, production,
or construction of the personal property
(manufacture of the personal property)
under all the facts and circumstances.

1. General Operation of Substantial
Contribution Test

In response to the proposed
regulations, commentators requested
further elaboration of the general
operation of the substantial contribution
test. For example, commentators
requested guidance on the amount of
activity performed by a CFC’s
employees that would be necessary to
“satisfy” each individual activity listed
among the indicia of manufacturing.
Several commentators requested
clarifications that suggested they
believed that a certain threshold of
employee activity was required before
the activity would be considered in
determining whether a CFC satisfied the
substantial contribution test.
Commentators requested, for example,
clarification as to whether the “vendor
selection” activity is satisfied if the CFC
provides a contract manufacturer with
an approved list of vendors but allows
the contract manufacturer to make the
final determination regarding the
vendors to be used.

Commentators also requested
guidance on how the indicia of
manufacturing should be weighed in
relation to one another and whether
performing a certain minimum number
of activities was required in order for
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the substantial contribution test to be
satisfied. Others asked that the
regulations explain whether a CFC must
perform any particular activity in all
cases to satisfy the substantial
contribution test (for example, whether
a CFC must always perform oversight
and direction of the manufacturing
process to satisfy the substantial
contribution test). Some commentators
requested that the regulations
emphasize that the importance of each
activity would vary by industry and by
taxpayer. Commentators also requested
that the regulations make clear that a
CFC need not perform all of the indicia
of manufacturing to establish a
substantial contribution, and that the
weight given to activities performed by
employees of the CFC will depend on
the economic significance of those
activities to the business of the taxpayer
with respect to the product being
manufactured.

Although the proposed regulations
provide guidance on many of these
issues, the IRS and the Treasury
Department believe that additional
guidance with respect to the application
of the substantial contribution test is
warranted in light of the comments
received. Consequently, § 1.954—
3(a)(4)(iv)(c) is added to the final
regulations to provide further
clarification on the application of the
substantial contribution test. First,
§1.954—-3(a)(4)(iv)(c) clarifies that all
CFC employee functions contributing to
the manufacture of the personal
property will be considered in the
aggregate when determining whether a
substantial contribution is made to the
manufacture of the personal property
through the activities of a CFC’s
employees. Second, § 1.954—
3(a)(4)(iv)(c) clarifies that there is no
single activity that will be accorded
more weight than any other activity in
every case or that will be required to be
performed in all cases. Third, it clarifies
that there is no minimum threshold
with respect to functions performed by
employees of a CFC before their
functions with respect to a given
activity may be taken into account as
part of the substantial contribution test.
Therefore, all functions performed by a
CFC’s employees are considered (and
given appropriate weight) under the
substantial contribution test, even if the
CFC’s employees perform only some of
the functions in connection with any
one activity (for example, some, but not
all, of the vendor selection) considered
under that test. The weight given to any
functions performed by employees of
the CFC with respect to any activity will
be based on the economic significance

of those functions to the manufacture,
production, or construction of the
relevant personal property.
Corresponding amendments and
additional examples have been added to
the final regulations to illustrate further
the application of the substantial
contribution test. See § 1.954—
3(a)(4)(iv)(d).

Other commentators sought
clarification as to the extent to which
purely contractual assumptions of risk
are considered in a substantial
contribution analysis. The IRS and the
Treasury Department believe that no
further clarification in the final
regulations is necessary to address this
point. Both the proposed and final
regulations provide that only activities
of the CFC’s employees are considered
in the substantial contribution analysis
and, consequently, purely contractual
assumptions of risk are not considered
in the substantial contribution analysis.

In addition, commentators requested
that the regulations clarify that more
than one person can provide a
substantial contribution to the
manufacturing process with respect to a
given product. In response to this
comment, the IRS and the Treasury
Department amended the regulations to
clarify that a CFC will not be precluded
from making a substantial contribution
to the manufacture of the personal
property by the fact that other persons
also make a substantial contribution to
the manufacture, production, or
construction of that property. Further,
§1.954-3(a)(4)(iv)(d) Example 9 is
added to the final regulations to
illustrate that more than one person can
provide a substantial contribution to the
manufacture of the same property.

2. Indicia of Manufacturing

The IRS and the Treasury Department
received numerous comments with
respect to the specific activities listed in
the proposed regulation that are
considered in determining whether a
CFC makes a substantial contribution
through its employees to the
manufacture, production, or
construction of personal property.

a. Oversight and Direction of
Manufacturing

Commentators requested that the IRS
and the Treasury Department clarify
certain issues related to the “oversight
and direction of the activities or
process” pursuant to which personal
property is manufactured, produced, or
constructed. Some commentators asked
that the regulations provide that
oversight and direction of the activities
or process pursuant to which personal
property is manufactured, produced, or

constructed be a prerequisite for
satisfying the substantial contribution
test. Other commentators requested that
the IRS and the Treasury Department
clarify that in certain industries a
substantial contribution can be made by
a CFC without its employees engaging
in significant oversight and direction of
the activities or process pursuant to
which personal property is
manufactured, produced, or
constructed. Some commentators
focused on the fact that in an example
in the proposed regulations the CFC was
not treated as making a substantial
contribution to the manufacture of
personal property when the CFC did not
“regularly exercise” oversight and
direction with respect to the contract
manufacturer. See Prop. Reg. § 1.954—
3(a)(4)(iv)(c) Example 1.

The importance of oversight and
direction of the activities or process
pursuant to which personal property is
manufactured, produced, or constructed
will vary based on the facts and
circumstances associated with the
specific manufacture, production, or
construction at issue. The IRS and the
Treasury Department acknowledge that
oversight and direction of the activities
or process pursuant to which personal
property is manufactured, produced, or
constructed is likely to be an important
element in many, but not all, substantial
contribution analyses. Thus, to address
taxpayer comments, the examples in the
final regulations are amended to make
clear that oversight and direction is not
a prerequisite for satisfying the
substantial contribution test and that in
certain industries a substantial
contribution could be made by a CFC
without its employees engaging in
oversight and direction of the activities
or process pursuant to which personal
property is manufactured, produced, or
constructed. Finally, the examples in
the final regulations do not use the
potentially confusing reference to
“regularly”” exercising oversight.

b. Material Selection, Vendor Selection,
and Control of the Raw Materials, Work-
in-process, and Finished Goods

Some commentators asked if other
activities listed among the indicia of
manufacturing also represented means
of exercising control of the raw
materials, work-in-process and finished
goods. The IRS and the Treasury
Department acknowledge that some of
the activities in the indicia of
manufacturing may overlap with other
activities in that list. The final
regulations require a substantial
contribution to the manufacture of the
personal property through the activities
of the CFC’s employees and not
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satisfaction of any specific activity in
the indicia of manufacturing. Therefore,
the IRS and the Treasury Department
determined that it was not necessary to
clarify whether any particular function
might reasonably be included under
more than one heading in the indicia of
manufacturing. However, to provide
further clarity, the final regulations
group material selection, vendor
selection, and control of the raw
materials, work-in-process, and finished
goods as a single activity in the indicia
of manufacturing.

Commentators asked whether the
control of the raw materials, work-in-
process, and finished goods refers to the
CFC having the contractual right to take
possession of the personal property, to
have title to the property, or to have
economic risk of loss with respect to the
property. These commentators
requested clarification regarding
whether tax ownership of raw materials,
work-in-process and finished goods is
required to have control of the raw
materials, work-in-process, and finished
goods. In connection with this question,
commentators also asked whether a CFC
can satisfy the substantial contribution
test when the contract manufacturing
arrangement is buy-sell or “turnkey”’
(that is, when the contract manufacturer
purchases the raw materials).

Both the proposed and final
regulations provide that only activities
of the CFC’s employees are considered
in the substantial contribution analysis.
Thus, mere contractual rights, legal title,
tax ownership, or assumption of
economic risk are not considered in the
substantial contribution analysis. To
provide greater clarity, the final
regulations revise Prop. Reg. §1.954—
3(a)(4)(iv)(a), deleting the phrase
“purchased by a controlled foreign
corporation” in the first sentence of
Prop. Reg. §1.954-3(a)(4)(iv)(a) to
eliminate any inference that a CFC
needs to own the raw materials that are
used in the manufacturing process. In
addition, examples in the final
regulations clarify that buy-sell or
turnkey contract manufacturing
arrangements may satisfy the substantial
contribution test. See § 1.954—
3(a)(4)(iv)(d) Examples 3 and 9.

¢. Management of Manufacturing Profits
and Management of Risk of Loss

Commentators requested clarification
regarding which functions would
qualify as “management of the
manufacturing profits” or “management
of the risk of loss.” Some commentators
expressed concerns regarding the term
“management of the manufacturing
profits.” Other commentators suggested
that it would add clarity if

“management of the risk of loss”” were
deleted from Prop. Reg. § 1.954—
3(a)(4)(iv)(b)(1) and included with
“management of manufacturing profits”
in a single item in the indicia of
manufacturing. Some commentators
expressed concern that the term
“management of the risk of loss”
implicitly excluded all other risk
management functions. One
commentator expressed the view that
the indicia of manufacturing should
include reference to management of
enterprise risk, other than risks
pertaining exclusively to sales and
marketing functions. Some
commentators suggested that
management of the manufacturing
profits might refer to such activities as
the management of risks related to the
raw materials and the utilization of
plant capacity, but others thought it
might encompass the finance function
of a company.

The IRS and the Treasury Department
agree that further clarification is needed
as to the functions that are intended to
be included within what was labeled
“management of the manufacturing
profits”” and “‘management of the risk of
loss” in the proposed regulations. The
IRS and the Treasury Department intend
that the substantial contribution test
recognize contributions made by a
CFC’s employees to the manufacturing
process through functions which help to
ensure that a plant is run in an
economically efficient manner, such as
optimization of plant capacity and
reduction of waste (for example, waste
of raw materials). On the other hand,
not all corporate managerial decisions
are intended to be considered in the
substantial contribution test, because
many such decisions are not directly
related to the manufacture of the
personal property with respect to which
the substantial contribution analysis is
being performed. For example, the IRS
and the Treasury Department do not
intend that corporate finance decisions
be considered in the substantial
contribution test. Similarly, the IRS and
the Treasury Department do not intend
that the general management of
enterprise risk be considered in the
substantial contribution test.

The IRS and the Treasury Department
concluded that the term “management
of the manufacturing costs or
capacities” more accurately reflects the
type of functions originally
contemplated by “management of the
manufacturing profits” in the proposed
regulations and is also related to the
types of functions contemplated by the
“management of the risk of loss.”
Accordingly, the activity labeled
“management of the manufacturing

profits” in the proposed regulations is
replaced in the final regulations with an
activity entitled “management of
manufacturing costs or capacities.”
Further, the final regulations include a
parenthetical list of functions (that is,
managing the risk of loss, cost reduction
or efficiency initiatives associated with
the manufacturing process, demand
planning, production scheduling, or
hedging raw material costs) to elaborate
on the meaning of the activity.

d. Control of Logistics

Commentators asked for clarification
regarding the scope of logistical
functions that will contribute towards a
substantial contribution by a CFC. This
activity is intended to include, for
example, arranging for delivery of raw
materials to a contract manufacturer, but
to exclude, for example, delivery of
finished goods to a customer. The final
regulations provide further clarity on
this issue by revising the activity to read
“control of manufacturing related
logistics.”

e. Direction of the Development,
Protection, and Use of Trade Secrets,
Technology, Product Design, and Design
Specifications, and Other Intellectual
Property Used in Manufacturing the
Product

Commentators noted that the “and” in
the description of this activity in the
proposed regulations could be read to
mean that directing the “development,
protection, and use” of intellectual
property are all required for this activity
to be considered in the substantial
contribution analysis. Commentators
requested that these activities be stated
in the disjunctive. The IRS and the
Treasury Department adopted this
comment, replacing “and”” with “or”” in
the final regulations. This clarification
is consistent with providing that all
functions performed by a CFC’s
employees are considered (and given
appropriate weight) under the
substantial contribution test. Thus, the
CFC’s employees’ activities are
considered regardless of whether the
CFC’s employees perform all or only
some of the functions listed in any
enumerated item in the indicia of
manufacturing.

The term “protection” is also deleted
from the final regulations. The IRS and
the Treasury Department were
concerned that absent this clarification
the final regulations could be read to
provide that legal work performed by a
CFC’s in-house legal staff was
considered under the substantial
contribution test, including in cases
where, for example, litigation success
could be heavily correlated to
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profitability or business failure with
respect to a product. Further, the IRS
and the Treasury Department modified
the description of the activity in the
final regulations to clarify that
developing, or directing the use or
development of, trade secrets,
technology, or other intellectual
property, are considered under the
substantial contribution test, but only
when activities of this nature are
undertaken for the purpose of the
manufacture of the personal property.
Commentators asked whether the
intellectual property referred to in Prop.
Reg. § 1.954-3(a)(4)(iv)(b)(9) included
marketing intangibles. The activity as
described in both the proposed and final
regulations is with respect to
intellectual property used in the
manufacture of the personal property.
Thus, developing, or directing the use or
development of, marketing intangibles
is not intended to be considered in the
substantial contribution test.

3. Anti-abuse Rule and Safe Harbor

The IRS and the Treasury Department
requested comments on whether the
substantial contribution test should
include an anti-abuse rule and safe
harbor. In particular, comments were
requested as to whether it would be
appropriate to add an anti-abuse rule to
prevent a CFC from satisfying the
substantial contribution test in cases in
which a significant portion of the direct
or indirect contributions to the
manufacture of personal property
provided collectively by the CFC and
any related U.S. persons are provided by
one or more related U.S. persons.
Commentators recommended that in
determining whether a CFC makes a
substantial contribution it should not be
relevant whether other persons (whether
U.S. or foreign, related or unrelated)
contribute to the manufacturing process.
The IRS and the Treasury Department
agree with commentators that the
substantial contribution test should
focus on whether the activities of the
CFC itself are substantial without
comparing those activities to those of
other persons. Thus, the final
regulations do not adopt such a rule.
Examples in the final regulations also
illustrate that the contributions of other
persons to the manufacture of a product
are not relevant to the analysis of
whether a CFC makes a substantial
contribution to the manufacturing
process. See § 1.954—3(a)(4)(iv)(d)
Examples 6, 7, and 9.

The IRS and the Treasury Department
also requested comments as to whether
one or more safe harbors should be
added to the substantial contribution
test of the proposed regulations. Some

commentators suggested that a CFC that
contributes at least twenty percent of
the costs of manufacturing personal
property should be deemed to have
substantially contributed to its
manufacture. Other commentators
suggested that a safe harbor was only
appropriate if it were made clear that
such a safe harbor would not function
as a minimum standard and would be
flexible enough to accommodate
multiple industries. Many other
commentators recommended that the
IRS and the Treasury Department not
adopt a safe harbor. The IRS and the
Treasury Department concluded that no
safe harbor could fairly apply across the
range of industries potentially subject to
§1.954-3, and therefore no safe harbor
is provided in the final regulations.

4. Definition of Employee

The IRS and the Treasury Department
requested comments as to whether the
requirement in the proposed regulations
that the activities of the CFC be
performed by its employees should take
into account commercial arrangements
where individuals performing services
for the CFC while not on its payroll are
nevertheless controlled by employees of
the CFC. Commentators requested that
the regulations expand the definition of
the term “employee” to include various
commercial or economic arrangements
where individuals who perform services
for a CFC under the CFC’s direction and
control are not necessarily the CFC’s
employees under local law. In
particular, commentators suggested that
the term “employee” could be defined
for purposes of the substantial
contribution test using section
3121(d)(2). Other commentators asked
that the term “employee” be defined
more broadly to include anyone in an
agency relationship with a CFC.

The IRS and the Treasury Department
agree that clarification of the term
“employee” will promote more effective
application of these regulations. The IRS
and the Treasury Department also agree
that activities performed by certain non-
payroll workers should be considered in
determining whether the CFC provides
a substantial contribution through “its
employees.” However, the IRS and the
Treasury Department concluded that it
would be inappropriate to broaden the
definition of employee to include
anyone in an agency relationship with
a CFC, because it could create
unintended branch rule issues for
taxpayers (for example, as a result of
employees of a contract manufacturer
being treated as employees of the CFC
under such a definition). Thus, the final
regulations provide that the term
employee means any individual who,

under § 31.3121(d)-1(c), has the status
of an employee for U.S. Federal tax
purposes. This definition of the term
“employee” may encompass certain
seconded workers, part-time workers,
workers on the payroll of a related
employment company whose activities
are directed and controlled by CFC
employees, and contractors, so long as
those individuals are deemed to be
employees of the CFC under
§31.3121(d)-1(c). Consistent with
commentators’ request, this definition of
the term employee may result in an
individual being treated as an employee
of two or more entities simultaneously.

5. Product Grouping

Commentators requested that the
determination of whether a CFC
provides a substantial contribution to
the manufacture of the personal
property be made on the basis of a group
or line of related products rather than
on a product-by-product basis. The IRS
and the Treasury Department believe
that the substantial contribution test
must be met with respect to each
product. Whether manufactured goods
are separate products or a single product
for this purpose is determined by
reference to the distinctions or lack
thereof made by the CFC in its business
operations and in its books and records,
rather than by reference to a third
party’s definition of a product or an
industry product classification system,
such as the Standard Industrial
Classification Code. The IRS and the
Treasury Department recognize that
some activities taken into account under
the substantial contribution test are not
performed with respect to each
individual unit of a particular product
manufactured under a contract
manufacturing arrangement. Section
1.954-3(a)(4)(iv)(d) Example 11 has
been added to the final regulations to
address these comments.

6. Treatment of Partnerships

Commentators requested that the
regulations adopt principles to
determine when the employees of a
partnership should be treated as
employees of the CFC for purposes of
determining whether the CFC’s relative
economic interest in the partnership
should be relevant in determining
whether the CFC satisfies the substantial
contribution test. The IRS and the
Treasury Department concluded that
this issue was beyond the scope of this
regulatory project. However, the IRS and
the Treasury Department continue to
study this issue and welcome
comments.
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7. Rebuttable Presumption

The proposed regulations provide a
rebuttable presumption that the CFC
does not satisfy the substantial
contribution test when the activities of
a branch of the CFC satisfy the physical
manufacturing test. The presumption
can only be rebutted if the taxpayer can
prove to the satisfaction of the
Commissioner that the CFC satisfied the
substantial contribution test.
Commentators suggested that
satisfaction of the physical
manufacturing test and satisfaction of
the substantial contribution test should
be treated equally under the regulations.
Commentators also expressed the view
that the standard required to rebut the
presumption was either too subjective,
imposed an improperly high standard,
or both. They recommended that if a
rebuttable presumption was retained,
the standard required to rebut the
presumption should be clear and
convincing evidence.

In response to the comments received,
the IRS and the Treasury Department
reconsidered the ability to examine a
CFC’s claim that it substantially
contributes to the manufacture of the
personal property when the activities of
its branch satisfy the physical
manufacturing test. Upon further study,
the IRS and the Treasury Department
concluded that the substantial
contribution test can be administered
without the benefit of a rebuttable
presumption that a CFC does not satisfy
the substantial contribution test when
the activities of a branch of the CFC
satisfy the physical manufacturing test.
Thus, these final and temporary
regulations do not contain a rebuttable
presumption. The IRS and the Treasury
Department took into account the
request for parity of treatment with
respect to satisfaction of the physical
manufacturing test and the substantial
contribution test in reaching this
conclusion, as well as with respect to
other aspects of the temporary
regulations, as discussed further in Parts
C and D of this preamble.

8. Documentation

Some commentators requested
guidance on how taxpayers should
document their activities for application
of the substantial contribution test.
Because the necessary documentation
will vary by industry and by taxpayer,
the IRS and the Treasury Department
believe that creating general rules of
documentation would prove
impracticable and would not allow for
enough flexibility in application of the
substantial contribution test.

Accordingly, the final regulations do not
include documentation rules.

9. Automated Manufacturing

Several comments were received
concerning Prop. Reg. §1.954—
3(a)(4)(iv)(c) Example 4. In Example 4,
a CFC owns software and network
systems that remotely and automatically
(without human involvement) order raw
materials for use by the contract
manufacturer, take customer orders and
route them to the contract manufacturer,
and perform quality control. Although
the CFC has a small number of
computer technicians monitoring the
software and network systems, the
software and network systems were
developed by employees of DP, the
CFC’s domestic parent corporation.
Those DP employees supervise the
CFC’s computer technicians, evaluate
the results of the automated
manufacturing business, make ongoing
operational decisions related to the
performance of the manufacturing
process, redesign and update the
products and the manufacturing
process, and develop all of the upgrades
and patches for the software and
network systems owned by the CFC.
The example concludes that the CFC
does not provide a substantial
contribution to the manufacture of
Product X.

Commentators expressed concern that
Prop. Reg. § 1.954—3(a)(4)(iv)(c)
Example 4 did not recognize the
importance of automated manufacturing
in modern business practices. These
commentators noted that manufacturing
processes are increasingly automated
and explained that in some high
technology industries, automated
manufacturing processes are the only
way to manufacture and test the quality
of certain products. In such industries,
commentators noted that human
involvement in various parts of the
manufacturing process could be
counterproductive. Some commentators
were concerned that Prop. Reg. § 1.954—
3(a)(4)(iv)(c) Example 4 penalized such
automated manufacturing processes
under the substantial contribution test.

The IRS and the Treasury Department
agree that a CFC may provide a
substantial contribution to a largely
automated manufacturing process
through its employees. Section 1.954—
3(a)(4)(iv)(d) Example 5 contains the
same facts as Prop. Reg. § 1.954—
3(a)(4)(iv)(c) Example 4. Under those
particular facts, substantial operational
responsibilities and decision making by
humans are required for the
manufacturing process; however, they
are not performed by the CFC. To
provide additional guidance, the final

regulations include an additional
example, § 1.954-3(a)(4)(iv)(d) Example
6, which illustrates that a CFC whose
employees perform most of the
functions that DP’s employees perform
in § 1.954-3(a)(4)(iv)(d) Example 5
makes a substantial contribution to the
manufacturing process. This result
applies even though DP’s employees
also contribute to the manufacturing
process. Section 1.954-3(a)(4)(iv)(d)
Example 7 further illustrates that the
CFC can make a substantial contribution
through the activities of its employees
regardless of whether the software and
network systems were purchased by the
CFC. These examples illustrate that the
evaluation of whether a CFC makes a
substantial contribution through its
employees is determined based on
whether industry-sufficient substantial
contribution activities are conducted by
employees of the CFC.

B. The “Its” Argument

The proposed regulations clarify that
for purposes of determining FBCSI a
CFC qualifies for the manufacturing
exception only if the CFC, acting
through its employees, manufactured,
produced, or constructed the relevant
personal property within the meaning of
§ 1.954-3(a)(4)(i). In response to the
proposed regulations, some
commentators maintained that a CFC
need not satisfy the physical
manufacturing test or the substantial
contribution test to exclude a sale from
FBCSI as long as the personal property
sold is not the same as the property
originally purchased by the CFC.

The IRS and the Treasury Department
believe, as described in the preamble to
the proposed regulations, that this
position, commonly referred to as the
“its”” argument, is contrary to existing
law, and represents an incorrect reading
of section 954(d)(1). The final
regulations accordingly maintain the
rules provided in the proposed
regulations regarding when personal
property sold by a CFC will be
considered to be other than the property
purchased by the CFC.

C. Same Country Manufacture
Exception

Commentators requested that the
regulations incorporate the substantial
contribution test in the same country
manufacture exception. The IRS and the
Treasury Department generally agree
with commentators that if the
substantial contribution test is sufficient
to constitute the manufacture of the
personal property where a CFC
substantially contributes to the
manufacture, production, or
construction of that property, then it
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should be equally sufficient if those
activities are performed by a related
person (as defined in section 954(d)(3))
in the CFC’s country of organization.
However, the IRS and the Treasury
Department concluded that the same
country manufacture exception would
be difficult to administer and enforce in
the case of a substantial contribution
performed by an unrelated third party.
Commentators suggested that these
concerns could be ameliorated if
taxpayers were required to maintain
documentation with respect to a third
party’s substantial contribution. The IRS
and the Treasury Department do not
believe a documentation requirement
adequately addresses these concerns
because the IRS may be unable to audit
the third party to verify if those
substantial contribution activities in fact
took place. Therefore, the final
regulations provide that the same
country manufacture exception is
available to taxpayers in cases when a
related person provides a substantial
contribution to the manufacture of the
personal property in the CFC’s country
of organization. The final regulations
also retain the rule provided in the
proposed regulations modifying the
application of the principles of § 1.954—
3(a)(4)(ii) and (a)(4)(iii) to reflect that
the personal property manufactured,
produced, or constructed in the country
of organization of the selling
corporation under the principles of
§1.954—3(a)(4)(ii) and (a)(4)(iii) will
qualify for the same country exception
regardless of whose employees engage
in qualifying manufacturing activities in
that country.

D. Branch Rule

In addition to the amendments to
§ 1.954-3(a), the proposed regulations
also proposed amendments to the rules
of § 1.954-3(b) dealing with the
application of the FBCSI rules to CFCs
with branches or similar establishments
(the branch rule), particularly the rules
dealing with manufacturing branches.
For the remainder of this preamble, the
word “branch” will be used to refer to
a “branch or similar establishment.”

1. Branch Definition

Some commentators requested that
the regulations define the term “branch”
for purposes of the branch rule. These
commentators suggested various
definitions for the IRS and the Treasury
Department to consider. Commentators
suggested, for instance, that a branch be
defined as a permanent establishment,
as a business activity in a jurisdiction
outside a CFC’s country of organization
that has separate books and records, or
as a trade or business outside a CFC’s

country of organization. Commentators
pointed to precedents in the section 367
and 987 regulations. Alternatively, some
commentators requested that the
regulations make clear that a de minimis
amount of activity outside of a CFC’s
country of organization (for example,
traveling employees) does not constitute
a branch. Other commentators warned
that requiring too high a level of activity
outside of a CFC’s country of
organization before a CFC was treated as
having a “branch’” would make it
possible for a CFC organized in a lower-
tax jurisdiction to contribute
substantially to manufacturing activities
in a higher-tax jurisdiction without
causing the CFC to operate through a
branch. Still other commentators
suggested that courts have concluded
that the IRS and the Treasury
Department lack the regulatory
authority to determine what constitutes
a branch, and they may only address the
consequences flowing from the
existence of a branch.

The IRS and the Treasury Department
determined that defining a branch was
beyond the scope of this regulatory
project. However, the temporary
regulations retain an example similar to
Prop. Reg. § 1.954-3(b)(1)(ii)(c)(3)(f)
Example 3, which illustrates that
employees of a CFC that travel to a
contract manufacturer’s location outside
the CFC’s country of organization do not
necessarily give rise to a branch in that
location. See § 1.954—-3T(b)(1)(i1)(c)(3)(v)
Example 6. See also Part D.3.b of this
preamble.

2. Determination of Hypothetical
Effective Tax Rate

Commentators requested that the
regulations clarify that the tax rate
disparity tests contained in §§ 1.954—
3(b)(1)(i)(b) and (b)(1)(ii)(b) take into
account incentive tax rates and other
similar foreign tax relief available to a
CFC in calculating the hypothetical
effective tax rate of tax.

The IRS and the Treasury Department
recognize that the tax rate disparity tests
should take into account the actual tax
rate paid with respect to the sales
income by the selling branch or
remainder and the hypothetical effective
tax rate that would be paid by the
manufacturing branch (or remainder) on
that sales income under the laws of the
country in which the manufacturing
branch is located (or, in the case of a
remainder, the country of organization
of the CFC) if it were derived from
sources within that country. Thus, the
IRS and the Treasury Department agree
that uniformly available tax incentives
are to be considered in determining the
hypothetical effective tax rate to be used

in applying the tax rate disparity tests.
In contrast, if a sales affiliate in the
country of manufacturing can
theoretically receive certain tax relief by
taking certain actions, for example, by
applying for special treatment pursuant
to a ruling process, but the taxpayer has
not affirmatively obtained such tax
relief for the manufacturing branch (or
remainder), then the hypothetical
effective tax rate that would be paid by
the manufacturing branch (or
remainder) were it to derive the sales
income should be the effective tax rate
that would be applicable in that
jurisdiction without such tax relief. The
IRS and the Treasury Department
believe that no change to the text of the
existing regulations is necessary to
address these points. However, § 1.954—
3T(b)(4) Example (8) is included in the
temporary regulations to illustrate that
uniformly applicable incentive tax rates
are taken into account in determining
the hypothetical effective tax rate.

The IRS and the Treasury Department
concluded that other questions and
requests in this area, including further
clarification of the methodology for
calculation of hypothetical tax rates,
and for changes to the assumptions used
in applying the tax rate disparity tests
and determining the hypothetical
effective tax rate, are beyond the scope
of this regulatory project. However, the
IRS and the Treasury Department
continue to study these questions and
welcome comments.

3. Multiple Manufacturing Branch Rules

a. Determination of the Location of
Manufacturing

Under Prop. Reg. § 1.954—
3(b)(1)(1i)(c)(3), the relevant tax rate
disparity test is applied by giving
satisfaction of the physical
manufacturing test precedence over
satisfaction of the substantial
contribution test when multiple
branches, or one or more branches and
the remainder of the CFC, perform
manufacturing activities with respect to
the same item of personal property. If
more than one branch (or one or more
branches and the remainder of the CFC)
each independently satisfies the
physical manufacturing test, then the
branch or the remainder of the CFC
located or organized in the jurisdiction
that would impose the lowest effective
rate of tax is treated as the location of
manufacturing, producing, or
constructing of the personal property for
purposes of applying the tax rate
disparity test (lowest-of-all-rates rule). If
only one branch (or only the remainder
of a CFC) independently satisfies the
physical manufacturing test, then that
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branch (or remainder) is treated as the
location of manufacturing, producing, or
constructing of the personal property
(location of manufacturing) for purposes
of the tax rate disparity test.

If none of the branches or the
remainder of the CFC independently
satisfies the physical manufacturing
test, but the CFC as a whole satisfies the
substantial contribution test, then the
location of manufacturing under the
proposed regulations is the location of
the branch or the remainder of the CFC
that provides the predominant amount
of the CFC’s substantial contribution to
the manufacture of the personal
property (predominant place rule). If a
predominant amount of the CFC’s
contribution to the manufacture of the
personal property is not provided by
any one location, then the location of
manufacturing for purposes of applying
the manufacturing branch tax rate
disparity test under the proposed
regulations is that place (either the
remainder of the CFC or one of its
branches) where manufacturing activity
with respect to that property is
performed and which would impose the
highest effective rate of tax (highest-of-
all-rates rule) when applying either
§1.954-3(b)(1)(i)(b) or (b)(1)(ii)(D).

The IRS and the Treasury Department
received multiple comments comparing
and contrasting the highest- and lowest-
of-all-rates rules. For example,
commentators asked why the lowest-of-
all-rates rule should apply when more
than one branch (or one or more
branches and the remainder of the CFC)
independently satisfy the physical
manufacturing test, whereas the highest-
of-all-rates rule should apply when
none of the branches or the remainder
of the CFC independently satisfies the
physical manufacturing test but the CFC
as a whole satisfies the substantial
contribution test. Commentators
suggested that satisfaction of the
physical manufacturing test and the
substantial contribution test should be
treated equally under the regulations,
and therefore suggested having the same
rule in both circumstances. These
commentators proposed a lowest-of-all-
rates rule or the use of a weighted
average of the tax rate of each branch or
remainder of the CFC in both instances.

The IRS and the Treasury Department
generally agreed with these comments.
The IRS and the Treasury Department
adopted taxpayers’ comment that the
same rule should apply consistently
when a branch (or remainder)
independently satisfies § 1.954—
3(a)(4)(i), regardless of whether it
satisfies the physical manufacturing test
or the substantial contribution test.
Therefore the rules set forth in the

proposed regulations are modified in
the temporary regulations to provide
that the lowest-of-all-rates rule will
apply whenever a branch (or remainder)
independently satisfies § 1.954—
3(a)(4)(ii), (iii), or (iv). However,
providing parity of treatment for
satisfaction of the physical
manufacturing test and the substantial
contribution test in respect of the
lowest-of-all-rates rule is not sufficient
to determine the location of
manufacturing in cases where a CFC
satisfies the substantial contribution
test, yet no branch (or remainder)
independently satisfies § 1.954—
3(a)(4)(iv).

Commentators questioned how to
treat branches making contributions to
the manufacture of the personal
property through the activities of
employees when no branch
independently satisfies § 1.954—
3(a)(4)(iv). Some commentators
expressed concern that it would be
difficult to compare the relative
contributions of various locations to
determine which branch or remainder of
the CFC made a predominant
contribution under the predominant
place rule. Other commentators
requested greater guidance regarding the
meaning of predominant contribution.
Many commentators suggested that the
highest-of-all-rates rule in the proposed
regulations could lead to arbitrary
results when no predominant
contributor could be identified.

The IRS and the Treasury Department
generally agreed with these comments.
Consequently, the temporary regulations
revise the rules for determining the
location of manufacture of the personal
property when more than one branch (or
one or more branches and the
remainder) contributes to the
manufacture of the personal property
but no branch (or remainder)
independently satisfies the physical
manufacturing test or the substantial
contribution test. The revised rules are
based on the principle that the branch
rule should apply in situations where
purchase or sale activities with respect
to the personal property are separated
from manufacturing activities
conducted by the CFC such that a
demonstrably greater amount of
manufacturing activity with respect to
that property occurs in jurisdictions
with tax rate disparity relative to the
sales or purchase branch (or, in the case
of a purchasing or selling remainder, the
demonstrably greater amount of
manufacturing activity with respect to
the personal property occurs in
jurisdictions with tax rate disparity
relative to the purchasing or selling
remainder).

Under the temporary regulations, if a
demonstrably greater amount of
manufacturing activity with respect to
the personal property occurs in
jurisdictions without tax rate disparity
relative to the sales or purchase branch,
the location of the sales or purchase
branch will be deemed to be the
location of manufacture of the personal
property. In that case, the purchase or
sales activities with respect to the
property purchased or sold by or
through the sales or purchase branch of
the CFC will not, for purposes of
determining FBCSI in connection with
the sale of that property, be deemed to
have substantially the same tax effect as
if a branch were a wholly owned
subsidiary corporation of the CFC.
Otherwise, the location of manufacture
of the personal property will be deemed
to be the location of a manufacturing
branch (or remainder) that has tax rate
disparity relative to the sales or
purchase branch. In that case, the
purchase or sales activities with respect
to the property purchased or sold by or
through the sales or purchase branch of
the CFC will be deemed to have
substantially the same tax effect as if a
branch were a wholly owned subsidiary
corporation of the CFC, and that branch
will be treated as a separate corporation
for purposes of applying the regulations.

The temporary regulations apply
analogous rules in the case of purchase
or sales activity being conducted
through the jurisdiction under the laws
of which the CFC is organized. In such
cases, however, the analysis focuses on
whether the demonstrably greater
amount of manufacturing activity with
respect to the personal property occurs
in jurisdictions that do or do not have
tax rate disparity relative to the
jurisdiction under the laws of which the
CFC is organized. The temporary
regulations incorporate examples under
§1.954-3T(b)(1)(ii)(c)(3)(v) to illustrate
the application of these rules.

b. Location of Activities

The proposed regulations provide that
for purposes of the multiple
manufacturing branch rules the location
of any activity with respect to the
manufacture of the personal property is
where the CFC’s employees engage in
such activity. Commentators suggested
that in some cases the proposed
regulations left it unclear, for purposes
of determining the location of
manufacturing, which jurisdiction was
accorded credit for activities performed
by an employee who is traveling
temporarily to a foreign jurisdiction.
Some commentators suggested that the
location of activity rule should be
removed or that the regulations should
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clarify that, for instance, the activities of
employees of a CFC based in the
jurisdiction under the laws of which the
CFC is organized, even while traveling
outside the CFC’s country of
organization, would generally be
credited toward establishing that the
jurisdiction under the laws of which the
CFC is organized provided a
predominant amount of a CFC’s
substantial contribution. The IRS and
the Treasury Department believe the
text of § 1.954-3T(b)(1)(ii)(c)(3)(iv)
makes clear that when an employee
travels to perform activities, those
activities are credited to the location in
which the activities are conducted if
there is a branch or remainder of the
CFC in that jurisdiction. Section 1.954—
3T(b)(1)(ii)(c)(3)(v) provides examples to
further clarify this result.

Other commentators asked which
location was accorded credit, if any, for
activities performed by traveling
employees of the CFC while located in
a country in which there is no branch
or remainder of the CFC. The temporary
regulations provide that the location of
any manufacturing activity is where the
employees of the CFC perform that
activity. Thus, the activities of
employees while traveling to a country
where the CFC does not maintain a
branch or remainder are not credited to
the branch or remainder where the
traveling employees are regularly
employed for purposes of determining
the location of manufacture of the
personal property under the branch
rule. Such activities, however, can be
taken into account for purposes of
satisfying the manufacturing exception
and the substantial contribution test.
See § 1.954-3T(b)(1)(ii)(c)(3)(v) Example
6.

c. Clarifying Application of the Rule for
Determining the Remainder of the CFC
When Activities Are Performed in
Multiple Locations

Prop Reg. § 1.954-3(b)(2)(ii)(a)
provides that when treating the location
of sales or purchase income as a
separate corporation for purposes of
determining whether FBCSI is realized,
that separate corporation will exclude
any branch or the remainder of the CFC
that would be treated as a separate
corporation, if the hypothetical tax rate
imposed by the jurisdiction of each such
branch or the remainder of the CFC
were separately tested against the
effective rate of tax imposed on the sales
or purchase income under the relevant
tax rate disparity test. Commentators
suggested that the application of this
rule for determining the remainder of
the CFC when activities are preformed
in multiple locations is unclear. To

clarify, the language from the proposed
regulations is revised in the temporary
regulations to describe what is included
in the remainder, rather than what is
excluded from the remainder, for
purposes of determining whether there
is FBCSI, after it is determined that a
manufacturing branch should receive
treatment as a separate corporation for
purposes of applying the regulations.
See § 1.954-3T(b)(2)(ii)(a).

As with the rule provided in the
proposed regulations, this rule is
intended to provide that the activities of
all branch locations (or, in the case of
a remainder, the activities in the
jurisdiction under the laws of which the
CFC is organized) that do not have tax
rate disparity relative to the sales or
purchase branch location (or, in the case
of a purchasing or selling remainder, the
jurisdiction under the laws of which the
CFC is organized) may be taken into
account together with the activities of
the sales or purchase branch (or, in the
case of a purchasing or selling
remainder, activities of the remainder of
the CFC in the jurisdiction under the
laws of which the CFC is organized) for
purposes of applying the separate
corporation analysis required under the
regulations and determining whether
the sales income of the sales or purchase
branch (or remainder) is FBCSI. Such
determination will depend on whether
the substantial contribution test is
satisfied by the combined activities of
the sales or purchase branch (or
remainder) and the other locations
aggregated with the sales or purchase
branch (or remainder).

4. Coordination of Sales and
Manufacturing Branch Rules

Commentators requested guidance on
how the sales or purchase branch rules
interact with the manufacturing branch
rules. The current manufacturing branch
rules contemplate the existence of a
sales or purchase branch and a
manufacturing branch. The rules
provide that in such an instance the
sales or purchase branch is treated as
the remainder of the CFC for purposes
of applying the tax rate disparity test.
However, the sales or purchase branch
rules of § 1.954—3(b)(1)(i) of the existing
regulations do not indicate that those
rules do not apply in cases where the
manufacturing branch rules are applied.
Commentators were concerned that the
manufacturing branch rules would be
applied in addition to, rather than in
lieu of, the sales or purchase branch
rules.

The IRS and the Treasury Department
agree that if one or more sales or
purchase branches are used in addition
to a manufacturing branch and § 1.954—

3T(b)(1)(ii)(c)(1) (use of one or more
sales or purchases branches in addition
to a manufacturing branch) is applied
with respect to income from the sale of
an item of personal property, then the
sales or purchasing branch rules do not
also apply to determine whether that
income is FBCSI. Therefore, the
temporary regulations clarify this point.
See § 1.954-3(b)(1)(i)(c).

5. Unrelated to Unrelated Transactions

Commentators suggested that there
was uncertainty as to whether a
substantial contribution to the
manufacture, production, or
construction of personal property by a
CFC could cause the CFC to earn FBCSI
in cases where, in the absence of the
substantial contribution test, some
taxpayers had taken the position that
they were outside the scope of the
FBCSI rules. Some commentators
expressed concern that transactions that
are not currently subject to the existing
regulations may become subject to the
regulations as a result of the interaction
of the substantial contribution test and
the manufacturing branch rule. Other
commentators suggested more generally
that it was unclear if the substantial
contribution test might create a branch
through which a CFC carries on
activities in a contract manufacturer’s
jurisdiction. Commentators suggested
that taxpayers should be exempted from
the branch consequences of the
regulations by providing that the
manufacturing branch rule only apply if
the CFC was relying on the
manufacturing exception for purposes of
section 954(d)(1), or alternatively that
the substantial contribution test should
be elective. In this context,
commentators noted that placing a
CFC’s substantial contribution activities,
which are performed outside the
country where the sales activities are
performed, in a separately incorporated
entity could prevent the CFC from
having a branch that is subject to the
manufacturing branch rule as a result of
such activities.

The IRS and the Treasury Department
agree that taxpayers may be subject to
the FBCSI rules as a result of CFC
employees performing indicia of
manufacturing activities through a
branch outside the country of
organization of a CFC. The IRS and the
Treasury Department believe this result
is clear in the proposed regulations, and
therefore no modifications are made to
the text of the temporary regulations to
clarify further this result. The IRS and
the Treasury Department note that many
commentators criticized the proposed
regulations for drawing inappropriate
distinctions between satisfaction of the



Federal Register/Vol. 73, No. 249/Monday, December 29, 2008/Rules and Regulations

79343

physical manufacturing test and
satisfaction of the substantial
contribution test, and argued that
updating the manufacturing exception
in the context of modern business
enterprise models required treating with
equal importance and weight physical
manufacturing and activities satisfying
the substantial contribution test. The
IRS and the Treasury Department
adopted this comment in both the final
regulations and the temporary
regulations and, accordingly, did not
incorporate in the temporary regulations
an exception regarding activities
performed through a branch located
outside the country of organization of a
CFC for cases in which, in the absence
of the substantial contribution test,
some taxpayers had taken the position
that they were outside the scope of the
FBCSI rules.

One commentator noted that while
there are strong policy reasons for the
substantial contribution test and the
branch rules to apply in the case of
“unrelated to unrelated” transactions,
the IRS and the Treasury Department
should consider a special delayed
effective date to allow taxpayers in this
position time to restructure their
operations in light of the regulations.
The commentator argued that such
taxpayers had been outside the scope of
the FBCSI rules prior to these
regulations and should be provided
reasonable time to restructure. For a
discussion of the effective date of the
final and temporary regulations, see Part
F of this preamble.

6. Branch Rule Examples

Commentators expressed concern that
the facts of Prop. Reg. § 1.954—
3(b)(1)(1i)(c)(3)(f) Example 4 ascribed
most substantial contribution activities
to the remainder, but determined that
the remainder had not met the
substantial contribution test. In the
example, the remainder performs seven
activities listed in the indicia of
manufacturing of the proposed
regulations, whereas Branch A performs
only one activity (design) and Branch B
performs only two activities. The
example was intended to show that in
a CFC’s particular industry, the weight
accorded to the activities performed by
each branch can be comparable, even
though a different number of activities
occur in different locations, because the
economic significance of the activities
conducted in each location is
comparable. However, the IRS and the
Treasury Department recognize that the
example may have caused confusion for
taxpayers. Therefore, the allocation of
activities in Example 4 of Prop. Reg.

§1.954-3(b)(1)(ii)(c)(3)(A) has been

revised in § 1.954-3T(b)(1)(ii)(c)(3)(v)
Example 3. Moreover, Examples 4, 5,
and 6 of Prop. Reg. §1.954—
3(b)(1)(i1)(c)(3)(f) have been restructured
in the temporary regulations to be
consistent with the revisions to the
branch rules.

Commentators also noted that
Example 4 and Example 5 of Prop. Reg.
§1.954-3(b)(1)(ii)(c)(3)(f) suggest that
income other than sales or purchasing
income may be FBCSI. These examples
are amended in the temporary
regulations to be consistent with section
954(d)(2), which provides that income
attributable to the carrying on of
purchase or sales activities by a branch
may be FBCSL

Commentators requested that the IRS
and the Treasury Department add an
example to the regulations to illustrate
how the substantial contribution test
and the branch rules operate in cases
involving multiple manufacturing
branches and multiple sales branches.
The temporary regulations include such
an example. See § 1.954—
3T(b)(1)(i1)(c)(3)(v) Example 5.

The temporary regulations also
include an example illustrating the
operation of the location of manufacture
rules under § 1.954-3T(b)(1)(ii)(c)(3)
and the application of the substantial
contribution test when a tested
manufacturing location has been
determined to have tax rate disparity
with a tested sales location. See § 1.954—
3T(b)(4) Example (9). Example (9)
illustrates that a tested sales location
can satisfy the substantial contribution
test for purposes of determining FBCSI
once it has been determined that a
tested manufacturing location should be
treated as a separate corporation for
purposes of determining FBCSI.
Although a branch that has tax rate
disparity with the tested sales location
is the tested manufacturing location,
Example (9) concludes that the CFC
does not have FBCSI from the sale of the
personal property because, after
applying the aggregation rules of
§1.954-3T(b)(2)(ii)(a), the tested sales
location satisfies § 1.954—3(a)(4)(@iv).

E. Conforming Amendments

Sections 1.954-3(a)(1)(i) and (c) of the
existing regulations contain cross-
references to foreign base company
shipping income under § 1.954-6.
Section 954 was amended by Public
Law 108-357 in 2004, and foreign base
company shipping income was removed
as a separate category of foreign base
company income. The final regulations
are amended by deleting both references
to foreign base company shipping
income to reflect the 2004 amendment
to section 954.

Section 1.954-3(a)(1)(i) of the existing
regulations defines ‘“‘related person” and
“unrelated person” by an obsolete cross
reference to § 1.954—1(e). The final
regulations are amended to define
“related person” and “unrelated
person” with reference to § 1.954—1(1).

F. Effective Date

Several commentators requested that
the new regulations provide for a
delayed effective date to allow taxpayers
to implement supply chain and
structural changes that may be required
to satisfy the substantial contribution
test and the branch rules. The IRS and
the Treasury Department agree that a
delayed effective date is appropriate for
taxpayers whose structures require
modification to accommodate the new
regulations. Accordingly, these final and
temporary regulations will apply to
taxable years of CFCs beginning after
June 30, 2009, and for taxable years of
United States shareholders in which or
with which such taxable years of the
CFCs end. Thus, the final and temporary
regulations will become applicable
January 1, 2010, for CFCs whose taxable
year is the calendar year. The temporary
regulations will expire on or before
December 23, 2011. In addition, a
taxpayer may choose to apply these
final and temporary regulations
retroactively with respect to its open
taxable years. The taxpayer may so
choose if and only if the taxpayer and
all members of the taxpayer’s affiliated
group apply both the final and
temporary regulations, in their entirety,
to the earliest taxable year of each
controlled foreign corporation that ends
with or within an open taxable year of
the taxpayer and to all subsequent
taxable years. A taxpayer that chose,
prior to December 24, 2008, to apply
Prop. Reg. §1.954-3 (73 FR 10716 as
corrected at 73 FR 20201) in its entirety
to all of the taxpayer’s open taxable
years in which or with which a taxable
year of a controlled foreign corporation
of the taxpayer ended, may continue to
apply Prop. Reg. § 1.954-3 (73 FR 10716
as corrected at 73 FR 20201) in its
entirety with respect to all of the
taxpayer’s open taxable years that begin
prior to July 1, 2009.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in
Executive Order 12866. Therefore, a
regulatory assessment is not required. It
has also been determined that section
553(b) of the Administrative Procedure
Act (5 U.S.C. chapter 5) does not apply
to these regulations and because the
regulations do not impose a collection
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of information on small entities, the
Regulatory Flexibility Act (5 U.S.C.
chapter 6) does not apply. Pursuant to
section 7805(f) of the Code, the notice
of proposed rulemaking that preceded
these final and temporary regulations
was submitted to the Chief Counsel for
Advocacy of the Small Business
Administration for comment on its
impact on small business.

Drafting Information

The principal author of these
regulations is Ethan Atticks of the Office
of Associate Chief Counsel
(International). However, other
personnel from the IRS and the Treasury
Department participated in their
development.

List of Subjects in 26 CFR Part 1

Income Taxes, Reporting and
recordkeeping requirements.

Adoption of Amendments to the
Regulations

m Accordingly, 26 CFR part 1 is
amended as follows:

PART 1—INCOME TAXES

m Paragraph 1. The authority citation
for 26 CFR part 1 continues to read in
part as follows:

Authority: 26 U.S.C. 7805 * * *

m Par. 2. Section 1.954-3 is amended

by:

lyl. Revising paragraphs (a)(1)(i),

(a)(1)(iii) Examples 1 and 2, (a)(2),

(a)(4)(), (a)(4)(ii), (a)(4)(iii), (a)(6)(i), and
c

m 2. Adding paragraphs (a)(4)(iv) and
(d).

m 3. Removing and reserving paragraphs
(b)(1)(i)(e), (b)(2)(ii)(a), (b)(1)(ii)(c),
(b)(2)(A)(b), (b)(2)()(d), (b)(2)(ii)(a),
(b)(2)(i1)(b), (b)(2)(ii)(e) and (b)(4)
Example (3).

The additions and revisions read as
follows:

§1.954-3 Foreign base company sales
income.

(a) * x %

(1) In general—(i) General rules.
Foreign base company sales income of
a controlled foreign corporation shall,
except as provided in paragraphs (a)(2),
(a)(3) and (a)(4) of this section, consist
of gross income (whether in the form of
profits, commissions, fees or otherwise)
derived in connection with the purchase
of personal property from a related
person and its sale to any person, the
sale of personal property to any person
on behalf of a related person, the
purchase of personal property from any
person and its sale to a related person,
or the purchase of personal property

from any person on behalf of a related
person. See section 954(d)(1). For
purposes of the preceding sentence,
except as provided in paragraphs (a)(2)
and (a)(4) of this section, personal
property sold by a controlled foreign
corporation will be considered to be the
same property that was purchased by
the controlled foreign corporation
regardless of whether the personal
property is sold in the same form in
which it was purchased, in a different
form than the form in which it was
purchased, or as a component part of a
manufactured product. This section
shall apply to the purchase and/or sale
of personal property, whether or not
such property was purchased and/or
sold in the ordinary course of trade or
business, except that income derived in
connection with the sale of tangible
personal property will not be
considered to be foreign base company
sales income if such property is sold to
a person that is not a related person, as
defined in § 1.954—1(f), after substantial
use has been made of the property by
the controlled foreign corporation in its
trade or business. This section shall not
apply to the excess of gains over losses
from sales or exchanges of securities or
from futures transactions, to the extent
such excess gains are includible in
foreign personal holding company
income of the controlled foreign
corporation under § 1.954—2; nor shall it
apply to the sale of the controlled
foreign corporation’s property (other
than its stock in trade or other property
of a kind which would properly be
included in its inventory if on hand at
the close of the taxable year, or property
held primarily for sale to customers in
the ordinary course of its business) if
substantially all the property of such
corporation is sold pursuant to the
discontinuation of the trade or business
previously carried on by such
corporation. The term “any person” as
used in this paragraph (a)(1)(i) includes
a related person as defined in § 1.954—
1(6).

* * * * *

(111) * K *x

Example 1. Controlled foreign corporation
A, incorporated under the laws of foreign
country X, is a wholly owned subsidiary of
domestic corporation M. Corporation A
purchases from M Corporation, a related
person, articles manufactured in the United
States and sells the articles to P, an unrelated
person, for delivery and use in foreign
country Y. Gross income of A Corporation
derived from the purchase and sale of the
personal property is foreign base company
sales income.

Example 2. Corporation A in Example 1
also purchases from P, an unrelated person,
articles manufactured in country Y and sells
the articles to foreign corporation B, a related

person, for use in foreign country Z. Gross
income of A Corporation derived from the
purchase and sale of the personal property is
foreign base company sales income.

* * * * *

(2) Property manufactured, produced,
constructed, grown, or extracted within
the country in which the controlled
foreign corporation is created or
organized. Foreign base company sales
income does not include income
derived in connection with the purchase
and sale of personal property (or
purchase or sale of personal property on
behalf of a related person) in a
transaction described in paragraph (a)(1)
of this section if the property is
manufactured, produced, constructed,
grown, or extracted in the country under
the laws of which the controlled foreign
corporation which purchases and sells
the property (or acts on behalf of a
related person) is created or organized.
See section 954(d)(1)(A). The principles
set forth in paragraphs (a)(4)(ii) and
(a)(4)(iii) of this section apply under this
paragraph (a)(2) in determining what
constitutes the manufacture,
production, or construction of personal
property, excluding the requirement set
forth in paragraph (a)(4)(i) of this
section that the provisions of paragraphs
(a)(4)(ii) and (a)(4)(iii) of this section
may only be satisfied through the
activities of employees of the
corporation manufacturing, producing,
or constructing the personal property.
The principles of paragraph (a)(4)(iv) of
this section apply under this paragraph
(a)(2) in determining what constitutes
the manufacture, production, or
construction of personal property but
only when the personal property is
manufactured, produced, or constructed
by a person related to the controlled
foreign corporation within the meaning
of § 1.954—1(f). The application of this
paragraph (a)(2) may be illustrated by
the following examples:

(4) Property manufactured, produced,
or constructed by the controlled foreign
corporation—(i) In general. Foreign base
company sales income does not include
income of a controlled foreign
corporation derived in connection with
the sale of personal property
manufactured, produced, or constructed
by such corporation. A controlled
foreign corporation will have
manufactured, produced, or constructed
personal property which the corporation
sells only if such corporation satisfies
the provisions of paragraph (a)(4)(ii),
(a)(4)(iii), or (a)(4)(iv) of this section
through the activities of its employees
(as defined in §31.3121(d)-1(c) of this
chapter) with respect to such property.
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A controlled foreign corporation will
not be treated as having manufactured,
produced, or constructed personal
property which the corporation sells
merely because the property is sold in
a different form than the form in which
it was purchased. For rules of
apportionment in determining foreign
base company sales income derived
from the sale of personal property
purchased and used as a component
part of property which is not
manufactured, produced, or
constructed, see paragraph (a)(5) of this
section.

(ii) Substantial transformation of
property. If personal property purchased
by a foreign corporation is substantially
transformed by such foreign corporation
prior to sale, the property sold by the
selling corporation is manufactured,
produced, or constructed by such
selling corporation. The application of
this paragraph (a)(4)(ii) may be
illustrated by the following examples:

* * * * *

(iii) Manufacture of a product when
purchased components constitute part
of the property sold. If purchased
property is used as a component part of
personal property which is sold, the sale
of the property will be treated as the
sale of a manufactured product, rather
than the sale of component parts, if the
assembly or conversion of the
component parts into the final product
by the selling corporation involves
activities that are substantial in nature
and generally considered to constitute
the manufacture, production, or
construction of property. Without
limiting this substantive test, which is
dependent on the facts and
circumstances of each case, the
operations of the selling corporation in
connection with the use of the
purchased property as a component part
of the personal property which is sold
will be considered to constitute the
manufacture of a product if in
connection with such property
conversion costs (direct labor and
factory burden) of such corporation
account for 20 percent or more of the
total cost of goods sold. In no event,
however, will packaging, repackaging,
labeling, or minor assembly operations
constitute the manufacture, production,
or construction of property for purposes
of section 954(d)(1). The application of
this paragraph (a)(4)(iii) may be
illustrated by the following examples:

* * * * *

(iv) Substantial contribution to
manufacturing of personal property—(a)
In general. If an item of personal
property would be considered
manufactured, produced, or constructed

(under the principles of paragraph
(a)(4)(ii) or (a)(4)(iii) of this section)
prior to sale by the controlled foreign
corporation had all of the
manufacturing, producing, and
constructing activities undertaken with
respect to that property prior to sale
been undertaken by the controlled
foreign corporation through the
activities of its employees, then this
paragraph (a)(4)(iv) applies. If this
paragraph (a)(4)(iv) applies and if the
facts and circumstances evince that the
controlled foreign corporation makes a
substantial contribution through the
activities of its employees to the
manufacture, production, or
construction of the personal property
sold, then the personal property sold by
the controlled foreign corporation is
manufactured, produced, or constructed
by such controlled foreign corporation.

(b) Activities. The determination of
whether a controlled foreign corporation
makes a substantial contribution
through the activities of its employees to
the manufacture, production, or
construction of the personal property
sold involves, but will not necessarily
be limited to, consideration of the
following activities:

(1) Oversight and direction of the
activities or process pursuant to which
the property is manufactured, produced,
or constructed (under the principles of
paragraph (a)(4)(ii) or (a)(4)(iii) of this
section).

(2) Activities that are considered in,
but that are insufficient to satisfy, the
tests provided in paragraphs (a)(4)(ii)
and (a)(4)(iii) of this section.

(3) Material selection, vendor
selection, or control of the raw
materials, work-in-process or finished
goods.

(4) Management of manufacturing
costs or capacities (for example,
managing the risk of loss, cost reduction
or efficiency initiatives associated with
the manufacturing process, demand
planning, production scheduling, or
hedging raw material costs).

(5) Control of manufacturing related
logistics.

(6) Quality control (for example,
sample testing or establishment of
quality control standards).

(7) Developing, or directing the use or
development of, product design and
design specifications, as well as trade
secrets, technology, or other intellectual
property for the purpose of
manufacturing, producing, or
constructing the personal property.

(c) Application of substantial
contribution test. When considering
whether a controlled foreign corporation
makes a substantial contribution to the
manufacture, production, or

construction of the personal property,
the performance of any activity in
paragraph (a)(4)(iv)(b) of this section
will be taken into account. The
performance or lack of performance of
any particular activity in paragraph
(a)(4)(iv)(b) of this section, or of a
particular number of activities in
(a)(4)(iv)(b) of this section, is not
determinative. The weight accorded to
the performance of any quantum of any
activity (whether or not specified in
paragraph (a)(4)(iv)(b) of this section)
will vary with the facts and
circumstances of the particular
business. See paragraph (a)(4)(iv)(d)
Examples 8, 10 and 11 of this section.
In determining whether the activities of
the controlled foreign corporation
constitute a substantial contribution,
there is no minimum performance
threshold before an activity can be
considered. The fact that other persons
make a substantial contribution to the
manufacture, production, or
construction of the personal property
prior to sale does not preclude the
controlled foreign corporation from
making a substantial contribution to the
manufacture, construction, or
production of that property through the
activities of its employees. See
paragraph (a)(4)(iv)(d) Example 9 of this
section.

(d) Examples. The rules of this
paragraph (a)(4)(iv) are illustrated by the
following examples:

Example 1. No substantial contribution to
manufacturing. (i) Facts. FS, a controlled
foreign corporation, purchases raw materials
from a related person. The raw materials are
manufactured (under the principles of
paragraph (a)(4)(ii) or (a)(4)(iii) of this
section) into Product X by CM, an unrelated
corporation, pursuant to a contract
manufacturing arrangement. CM physically
performs the substantial transformation,
assembly, or conversion outside of FS’s
country of organization. Product X is sold by
FS for use outside of FS’s country of
organization. Under the terms of the contract,
FS retains the right to control the raw
materials, work-in-process, and finished
goods, and the right to oversee and direct the
activities or process pursuant to which
Product X is manufactured by CM. FS owns
the intellectual property used in the
manufacturing process. However, FS does
not exercise, through its employees, its
powers to control the raw materials, work-in-
process, or finished goods, and FS does not
exercise its powers of oversight and
direction. Likewise, FS does not, through its
employees, develop or direct the use or
development of the intellectual property for
the purpose of manufacturing Product X.

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior
to sale were undertaken by FS through the
activities of its employees, FS would have
satisfied the manufacturing exception
contained in paragraph (a)(4)(ii) or (a)(4)(iii)
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of this section with respect to Product X.
Therefore, this paragraph (a)(4)(iv) applies.
FS does not satisfy the test under this
paragraph (a)(4)(iv) because it does not make
a substantial contribution through the
activities of its employees to the manufacture
of Product X. Mere contractual rights to
control materials, contractual rights to
oversee and direct the manufacturing
activities or process pursuant to which the
property is manufactured, and ownership of
intellectual property are not sufficient to
satisfy this paragraph (a)(4)(iv). Therefore,
under the facts and circumstances of the
business, FS is not considered to have
manufactured Product X under paragraph
(a)(4)() of this section.

Example 2. Substantial contribution to
manufacturing. (i) Facts. Assume the same
facts as in Example 1, except for the
following. FS, through its employees, engages
in product design and quality control and
controls manufacturing related logistics.
Employees of F'S exercise the right to oversee
and direct the activities of CM in the
manufacture of Product X.

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior
to sale were undertaken by FS through the
activities of its employees, FS would have
satisfied the manufacturing exception
contained in paragraph (a)(4)(ii) or (a)(4)(iii)
of this section with respect to Product X.
Therefore, this paragraph (a)(4)(iv) applies.
Under the facts and circumstances of the
business, FS satisfies the test under this
paragraph (a)(4)(iv) because it makes a
substantial contribution through the
activities of its employees to the manufacture
of Product X. Therefore, FS is considered to
have manufactured Product X under
paragraph (a)(4)(i) of this section. The
analysis and conclusion would be the same
if CM were related to FS because the
relationship between CM and FS is irrelevant
for purposes of applying paragraph (a)(4) of
this section.

Example 3. Raw materials procured by
contract manufacturer. (i) Facts. FS, a
controlled foreign corporation, enters into a
contract with CM to manufacture (under the
principles of paragraph (a)(4)(ii) or (a)(4)(iii)
of this section) Product X. CM physically
performs the substantial transformation,
assembly, or conversion required to
manufacture Product X outside of FS’s
country of organization. Product X is sold by
FS for use outside of FS’s country of
organization. Employees of FS select the
materials that will be used to manufacture
Product X. FS does not own the materials or
work-in-process during the manufacturing
process. FS, through its employees, exercises
oversight and direction of the manufacturing
process and provides quality control. FS
manages the manufacturing costs and
capacities with respect to Product X by
managing the risk of loss and engaging in
demand planning and production
scheduling.

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior
to sale were undertaken by FS through the
activities of its employees, FS would have
satisfied the manufacturing exception
contained in paragraph (a)(4)(ii) or (a)(4)(iii)

of this section with respect to Product X.
Therefore, this paragraph (a)(4)(iv) applies.
Under the facts and circumstances of the
business, FS satisfies the test under this
paragraph (a)(4)(iv) because it makes a
substantial contribution through the
activities of its employees to the manufacture
of Product X. Therefore, FS is considered to
have manufactured Product X under
paragraph (a)(4)(i) of this section.

Example 4. Physical conversion by
employees of a person other than the
contract manufacturer. (i) Facts. FS, a
controlled foreign corporation organized in
Country M, purchases raw materials from a
related person. The raw materials are
manufactured (under the principles of
paragraph (a)(4)(ii) or (a)(4)(iii) of this
section) into Product X by CM, an unrelated
corporation, pursuant to a contract
manufacturing arrangement. CM physically
performs the substantial transformation,
assembly, or conversion required to
manufacture Product X outside of FS’s
country of organization. Product X is sold by
FS for use outside of FS’s country of
organization. CM contracts with another
corporation for its employees in order to
operate CM’s manufacturing plant and
transform, assemble, or convert the raw
materials into Product X. Apart from the
physical performance of the substantial
transformation, assembly, or conversion of
the raw materials into Product X, employees
of FS perform all of the other manufacturing
activities required in connection with the
manufacture of Product X (for example,
oversight and direction of the manufacturing
process; vendor selection; control of raw
materials, work-in-process, and finished
goods; control of manufacturing related
logistics; and quality control).

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior
to sale were undertaken by FS through the
activities of its employees, FS would have
satisfied the manufacturing exception
contained in paragraph (a)(4)(ii) or (a)(4)(iii)
of this section with respect to Product X.
Therefore, this paragraph (a)(4)(iv) applies.
Under the facts and circumstances of the
business, FS satisfies the test under this
paragraph (a)(4)(iv) because it makes a
substantial contribution through the
activities of its employees to the manufacture
of Product X. Therefore, FS is considered to
have manufactured Product X under
paragraph (a)(4)(@i) of this section.

Example 5. Automated manufacturing
supervised by another person. (i) Facts. FS,
a controlled foreign corporation, purchases
raw materials from a related person. The raw
materials are manufactured (under the
principles of paragraph (a)(4)(ii) or (a)(4)(iii)
of this section) into Product X by CM, an
unrelated corporation selected by FS,
pursuant to a contract manufacturing
arrangement. CM physically performs the
substantial transformation, assembly, or
conversion outside of FS’s country of
organization. Product X is sold by FS to
related and unrelated persons for use outside
of FS’s country of organization. At all times,
FS retains ownership of the raw materials,
work-in-process, and finished goods. FS
retains the right to oversee and direct the

activities or process pursuant to which
Product X is manufactured by CM, but does
not exercise, through its employees, its
powers of oversight and direction. FS is the
owner of sophisticated software and network
systems that remotely and automatically
(without human involvement) take orders,
route them to CM, order raw materials, and
perform quality control. FS has a small
number of computer technicians who
monitor the software and network systems to
ensure that they are running smoothly and
apply any necessary patches or fixes. The
software and network systems were
developed by employees of DP, the U.S.
corporate parent of FS. DP’s employees
supervise the computer technicians, evaluate
the results of the automated manufacturing
business, and make ongoing operational
decisions, including decisions related to
acceptable performance of the manufacturing
process, stoppages of that process, and
decisions related to product and
manufacturing process design. DP’s
employees develop and provide to FS all of
the upgrades to the software and network
systems. DP also has employees who direct
and control other aspects of the
manufacturing process such as vendor and
material selection, management of the
manufacturing costs and capacities, and the
selection of CM. The need for DP’s
employees to direct the activities of the FS
employees and otherwise contribute to the
manufacturing process evinces that
substantial operational responsibilities and
decision making are required to be exercised
by parties other than CM in order to
manufacture Product X.

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior
to sale were undertaken by FS through the
activities of its employees, FS would have
satisfied the manufacturing exception
contained in paragraph (a)(4)(ii) or (a)(4)(iii)
of this section with respect to Product X.
Therefore, this paragraph (a)(4)(iv) applies.
Under the facts and circumstance of the
business, FS does not satisfy the test under
this paragraph (a)(4)(iv) because it does not
make a substantial contribution through the
activities of its employees to the manufacture
of Product X. Mere ownership of materials
and intellectual property along with
contractual rights to exercise powers of
direction and control are not sufficient to
satisfy this paragraph (a)(4)(iv). The
employees of FS do not perform the amount
of activity necessary to constitute a
substantial contribution. FS is not considered
to have manufactured Product X under
paragraph (a)(4)(i) of this section.

Example 6. Automated manufacturing
supervised by FS. (i) Facts. Assume the same
facts as in Example 5, except for the
following. F'S, through its employees, engages
in the activities undertaken by DP’s
employees in Example 5. DP’s employees
also contribute to product and manufacturing
process design, and provide support and
oversight to FS in connection with functions
performed by FS through its employees.

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior
to sale were undertaken by FS through the
activities of its employees, FS would have
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satisfied the manufacturing exception
contained in paragraph (a)(4)(ii) or (a)(4)(iii)
of this section with respect to Product X.
Therefore, this paragraph (a)(4)(iv) applies.
Under the facts and circumstances of the
business, FS satisfies the test under this
paragraph (a)(4)(iv) because it makes a
substantial contribution through the
activities of its employees to the manufacture
of Product X. This determination does not
require a comparison between the activities
of FS and the activities of DP. Selection of
the contract manufacturer, even though not
specifically identified in paragraph
(a)(4)(iv)(b) of this section, is considered
under paragraph (a)(4)(iv)(c) of this section in
determining whether FS makes a substantial
contribution to the manufacture of Product X
through its employees. FS is considered to
have manufactured Product X under
paragraph (a)(4)(i) of this section.

Example 7. Automated manufacturing
supervised by FS with purchased intellectual
property. (i) Facts. Assume the same facts as
in Example 6, except for the following. The
software and network systems, and the
upgrades to those systems, were purchased
by FS rather than developed by employees of
FS.

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior
to sale were undertaken by FS through the
activities of its employees, FS would have
satisfied the manufacturing exception
contained in paragraph (a)(4)(ii) or (a)(4)(iii)
of this section with respect to Product X.
Therefore, this paragraph (a)(4)(iv) applies.
The lack of performance of software and
network system development activities is not
determinative under the facts and
circumstances of the business. Therefore, FS
satisfies the test under this paragraph
(a)(4)(iv) because it makes a substantial
contribution through the activities of its
employees to the manufacture of Product X.
This determination does not require a
comparison between the activities of FS and
the activities of DP. FS is considered to have
manufactured Product X under paragraph
(a)(4)() of this section.

Example 8. Manufacture without
intellectual property. (i) Facts. FS, a
controlled foreign corporation, purchases raw
materials from a related person. The raw
materials are manufactured (under the
principles of paragraph (a)(4)(ii) or (a)(4)(iii)
of this section) into Product X by CM, an
unrelated corporation, pursuant to a contract
manufacturing arrangement. CM physically
performs the substantial transformation,
assembly, or conversion outside of FS’s
country of organization. Product X is sold by
FS for use outside of FS’s country of
organization. At all times, FS controls the
raw materials, work-in-process, and finished
goods. FS controls the manufacturing related
logistics, manages the manufacturing costs
and capacities, and provides quality control
with respect to CM’s manufacturing process
and product. No intellectual property of
significant value is required to manufacture
Product X. FS does not own any intellectual
property underlying Product X, or hold an
exclusive or non-exclusive right to
manufacture Product X.

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior

to sale were undertaken by FS through the
activities of its employees, FS would have
satisfied the manufacturing exception
contained in paragraph (a)(4)(ii) or (a)(4)(iii)
of this section with respect to Product X.
Therefore, this paragraph (a)(4)(iv) applies.
Because use of intellectual property plays
little or no role in the manufacture of Product
X, it is irrelevant to the substantial
contribution analysis under paragraph
(a)(4)(iv) of this section. Under the facts and
circumstances of the business, FS satisfies
the test under this paragraph (a)(4)(iv)
because it makes a substantial contribution
through the activities of its employees to the
manufacture of Product X. Therefore, FS is
considered to have manufactured Product X
under paragraph (a)(4)(i) of this section.

Example 9. Substantial contribution by
more than one CFC. (i) Facts. FS1 and FS2,
unrelated controlled foreign corporations,
contract with CM, an unrelated corporation,
to manufacture (under the principles of
paragraph (a)(4)(ii) or (a)(4)(iii) of this
section) Product X. CM physically performs
the substantial transformation, assembly, or
conversion required to manufacture Product
X outside of FS1’s and FS2’s respective
countries of organization. Neither FS1 nor
FS2 owns the materials or work-in-process
during the manufacturing process. Product X
is sold by FS1 and FS2 to persons related to
FS1 and FS2, respectively, for disposition
outside of FS1’s and FS2’s respective
countries of organization. FS1, through its
employees, designs Product X. FS1 directs
the use of the product design and design
specifications, and other intellectual
property, for the purpose of manufacturing
Product X. Employees of FS1 also select the
materials that will be used to manufacture
Product X, and the vendors that provide
those materials. FS2, through its employees,
designs the process for manufacturing
Product X. FS2, through its employees,
manages the manufacturing costs and
capacities with respect to Product X. FS1 and
FS2 each provide quality control and
oversight and direction of CM’s
manufacturing activities with respect to
different aspects of the manufacture of
Product X.

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior
to sale were undertaken by FS1 or FS2
through the activities of their employees, FS1
or FS2 would have satisfied the
manufacturing exception contained in
paragraph (a)(4)(ii) or (a)(4)(iii) of this section
with respect to Product X. Therefore, this
paragraph (a)(4)(iv) applies. The fact that
other persons make a substantial contribution
to the manufacture of personal property does
not preclude a controlled foreign corporation
from making a substantial contribution to the
manufacture of personal property through the
activities of its employees. In the analysis of
whether FS1 or FS2 make a substantial
contribution to the manufacture of Product X,
each company takes into account its
individual activities, including those of
providing quality control and oversight and
direction of the manufacture of Product X. In
addition, no threshold level of activity is
required, including with respect to providing
quality control or oversight and direction of

the activities or process pursuant to which
Product X is manufactured, before FS1 and
FS2 can take into account their respective
activities. Under the facts and circumstances
of the business, both FS1 and FS2 satisfy the
test under this paragraph (a)(4)(iv) because
each independently makes a substantial
contribution through the activities of its
employees to the manufacture of Product X.
Therefore, FS1 and FS2 are each considered
to have manufactured Product X under
paragraph (a)(4)(i) of this section.

Example 10. Manufacture of products
designed by CFC. (i) Facts. FS, a controlled
foreign corporation, purchases raw materials
from a related person. The raw materials are
manufactured (under the principles of
paragraph (a)(4)(ii) or (a)(4)(iii) of this
section) into Product X by CM, an unrelated
corporation, pursuant to a contract
manufacturing arrangement. CM physically
performs the substantial transformation,
assembly, or conversion outside of FS’s
country of organization. Product X is sold by
FS for use outside of FS’s country of
organization. Products in the X industry are
distinguished (and vary widely in value)
based on the raw materials used to make the
product and the product design. FS designs
the product and selects the materials that CM
will use to manufacture Product X. FS also
manages the manufacturing costs and
capacities. Product X can be manufactured
from the raw materials to FS’s design
specifications without significant oversight
and direction, quality control, or control of
manufacturing related logistics. The activities
most relevant to the substantial contribution
analysis under these facts are material
selection, product design and management of
the manufacturing costs and capacities.

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior
to sale were undertaken by FS through the
activities of its employees, FS would have
satisfied the manufacturing exception
contained in paragraph (a)(4)(ii) or (a)(4)(iii)
of this section with respect to Product X.
Therefore, this paragraph (a)(4)(iv) applies.
Under the facts and circumstances of the
business, FS makes a substantial contribution
through the activities of its employees to the
manufacture of Product X. FS satisfies the
test under this paragraph (a)(4)(iv) because it
makes a substantial contribution through the
activities of its employees to the manufacture
of Product X. Therefore, FS is considered to
have manufactured Product X under
paragraph (a)(4)(i) of this section.

Example 11. Direction and oversight of
manufacturing and quality control through
periodic visits. (i) Facts. FS, a controlled
foreign corporation, purchases raw materials
from a related person. The raw materials are
manufactured (under the principles of
paragraph (a)(4)(ii) or (a)(4)(iii) of this
section) into Product X by CM, an unrelated
corporation, pursuant to a contract
manufacturing arrangement. CM physically
performs the substantial transformation,
assembly, or conversion outside of FS’s
country of organization. Product X is sold by
FS for use outside of FS’s country of
organization. FS controls the raw material,
work-in-process, and finished goods,
manages the manufacturing costs and
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capacities, and provides oversight and
direction of the manufacture of Product X.
Employees of FS visit CM’s manufacturing
facility for one week each quarter and
perform quality control tests on a random
sample of the units of Product X produced
during the week. In the X industry, quarterly
visits to a manufacturing facility by qualified
persons are sufficient to control the quality
of manufacturing.

(ii) Result. If the manufacturing activities
undertaken with respect to Product X prior
to sale were undertaken by FS through the
activities of its employees, FS would have
satisfied the manufacturing exception
contained in paragraph (a)(4)(ii) or (a)(4)(iii)
of this section with respect to Product X.
Therefore, this paragraph (a)(4)(iv) applies.
Under the facts and circumstances of the
business, FS satisfies the test under this
paragraph (a)(4)(iv) with respect to Product X
because it makes a substantial contribution
through the activities of its employees to the
manufacture of Product X. Therefore, FS is
considered to have manufactured Product X
under paragraph (a)(4)(i) of this section.

* * * * *

(6) Special rule applicable to
distributive share of partnership
income—(i) In general. To determine the
extent to which a controlled foreign
corporation’s distributive share of any
item of gross income of a partnership
would have been foreign base company
sales income if received by it directly,
under § 1.952-1(g), the property sold
will be considered to be manufactured,
produced, or constructed by the
controlled foreign corporation, within
the meaning of paragraph (a)(4)(i) of this
section, only if the manufacturing
exception of paragraph (a)(4)(i) of this
section would have applied to exclude
the income from foreign base company
sales income if the controlled foreign
corporation had earned the income
directly, determined by taking into
account only the activities of the
employees of, and property owned by,
the partnership.

( ) * *x %

( ) * * %

(1) * % %

(c) [Reserved]. For further guidance,
see §1. 54 3T(b)(1)(1)(c).

(ii) *

(a) [Reserved] For further guidance,
see § 1.954-3T(b)(1)(ii)(a).

c) [Reserved]. For further guidance,
see §1. 954 3T(b)(1)(ii)(c).

(2) *
( ) * % *
(b) [Reserved]. For further guidance,
see §1.954-3T(b)(2)(1)(b).

(d) [Reserved]. For further guidance,
see § 1.954-3T(b)(2)(1)(d).

* * * * *

(ii) * % %

(a) [Reserved]. For further guidance,
see § 1.954-3T(b)(2)(ii)(a).

(b) [Reserved]. For further guidance,
see § 1.954-3T(b)(2)(ii)(b).

(e) [Reserved]. For further guidance,
see § 1.954-3T(b)(2)(ii)(e).

(4 * % %

Example (3). [Reserved]. For further
guidance, see § 1.954-3T(b)(4) Example
(3).

c) Effective/applicability date.
Paragraphs (a)(1)(i), (a)(1)(iii) Example
1, (a)(1)(iii) Example 2, (a)(2), (a)(4)(),
(a)(4)(ii), (a)(4)(iii), (a)(4)(iv) and (a)(6)(i)
shall apply to taxable years of controlled
foreign corporations beginning after
June 30, 2009, and for taxable years of
United States shareholders in which or
with which such taxable years of the
controlled foreign corporations end.

(d) Application of regulations to
earlier taxable years. A taxpayer may
choose to apply these regulations and
the regulations under § 1.954-3T
retroactively with respect to its open
taxable years. The taxpayer may so
choose if and only if the taxpayer and
all members of the taxpayer’s affiliated
group (within the meaning of § 1504(a))
apply both these regulations and the
regulations under § 1.954-3T, in their
entirety, to the earliest taxable year of
each controlled foreign corporation that
ends with or within an open taxable
year of the taxpayer and to all
subsequent taxable years of the
taxpayer.

m Par. 3. Section 1.954-3T is added to
read as follows:

§1.954-3T Foreign base company sales
income (temporary).

(a) Through (b)(1)(i)(b) [Reserved]. For
further guidance, see § 1.954-3(a)
through (b)(1)(i)(D).

(c) Use of more than one branch. If a
controlled foreign corporation carries on
purchasing or selling activities by or
through more than one branch or similar
establishment located outside the
country under the laws of which such
corporation is created or organized, then
§1.954-3(b)(1)(i)(b) shall be applied
separately to the income derived by
each such branch or similar
establishment (by treating such
purchasing or selling branch or similar
establishment as if it were the only
branch or similar establishment of the
controlled foreign corporation and as if
any such other branches or similar
establishments were separate
corporations) in determining whether
the use of such branch or similar

establishment has substantially the
same tax effect as if such branch or
similar establishment were a wholly
owned subsidiary corporation of the
controlled foreign corporation. See
paragraph (b)(1)(ii)(c)(1) of this section
for rules applicable to a controlled
foreign corporation that carries on
purchase or sales activities by or
through one or more branches or similar
establishments in addition to carrying
on manufacturing activities by or
through one or more branches or similar
establishments.

(ii) Manufacturing branch—(a) In
general. If a controlled foreign
corporation carries on manufacturing,
producing, constructing, growing, or
extracting activities by or through a
branch or similar establishment located
outside the country under the laws of
which such corporation is created or
organized and the use of the branch or
similar establishment for such activities
with respect to personal property
purchased or sold by or through the
remainder of the controlled foreign
corporation has substantially the same
tax effect as if the branch or similar
establishment were a wholly owned
subsidiary corporation of such
controlled foreign corporation, the
branch or similar establishment and the
remainder of the controlled foreign
corporation will be treated as separate
corporations for purposes of
determining foreign base company sales
income of such corporation. See section
954(d)(2). The provisions of this
paragraph (b)(1)(ii) and § 1.954—
3(b)(1)(ii)(b) will apply only if the
controlled foreign corporation
(including any branches or similar
establishments of such controlled
foreign corporation) manufactures,
produces, or constructs such personal
property within the meaning of § 1.954—
3(a)(4)(d), or carries on growing or
extracting activities with respect to such
personal property.

(b) [Reserved]. For further guidance,
see § 1.954-3(b)(1)(ii)(b).

(c) Use of more than one branch—(1)
Use of one or more sales or purchase
branches in addition to a manufactur